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May 5, 2006
¥Yia Courier

Ms. G. Cheryl Blundon -
Director of Corporate Selwces and Board Secretary
Boaré of Commissioners of Public Utilities

120 Torbay Road

P.O. Box 21040

St. John’s, NI A1A 5B2

Dear Ms. Blundon:

Re:  Application for Approval of Recovery of Costs of 1% Sulphur Fuel

through the Rate Stabilization Plan

In connection with the above application, please find enclosed four (4) copies of the
following:

L. JTournal Article entitled, “The Jurisdiction of Alberta’s Energy and Utilities Board to
Consider Broad Socio-Ecological Concems Associated with Energy Projects” from
2005 42 Alberta Law Review, 1085-1098, by Shaun Fluker, LL.M.;

2. Decision No. 91-06-022 Re Biermial Resource Plan Update Following the California

Energy Commission’s Seventh Electricity Report of the California Public Utilities
Commission dated June 5, 1991.

For the ease of reference of the Board panel and the other parties to the above-captioned
application, these are provided and will be referred to in Argument by the Consumer
Advocate. Inparticular, reference is directed to pages 194 and Attachment 5 at page 238 of
the California Public Utilities Comimission decision which illustrates how California
lawmakers have, as part of that state’s Public Utilities Code, directed that air quality and
environmental benefits and considerations must be figured into the least cost planning
concept. As regards the paper by Shaun Fluker, reference is directed to s. 3 of the Alberta
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Energy Resources Conservation Act (ABRCA) set out at para. 6 thereof'which applies where -

the Alberta BEnergy and Utility Board is exercising its jurisdiction when matters come before




AERCA.
I trust that the foregoing is foumd to be in order.
Yours very truly,

O’DEA, EARLE

ol —

THOMAS JOHNSON

TI/zel
encl.

ce: Newloundland and Labarador Hydro
Attention: Mr. Geoff Young, LL.B.

Stewart McKelvey Stirling Scales
Attention: Mr. Paul Coxworthy

Poole Althouse
Attention: Mr. Joseph Hutchings, Q.C.

Newfoundland and Labrador Power
Attention: Mr. Gerard Hayes, LL.B.
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TITLE: The Jurisdiction of Alberta's Energy and Utilities Board to Consider Broad
Socio-Beological Concerns Associated with Energy PlO_] ects

AUTHOR:  Shaun Fluker

SOURCE:  Alberta Law Review

CITED: (2005) 42 Alta. L. Rev. 1085 - 1098
ABSTRACT: {Le résumé frangais suit le résumé anglais]

The Alberta Energy and Utilities Board is increasingly asked to consider the broad social, economic
and environmental implications of energy exploration in Alberta. This article argues that s. 3 of the
Energy Resources Conservation Act requires the AEUB to seriously consider these broad socio-
ecological implications and challenges the Board's reluctance to undertake these comsiderations. The
article also highlights the fact that this reluctance and the Board's narrow view of its s. 3 authority have
yet to be assessed by the Alberta Court of Appeal.

On demande de plus en plus au Alberta Energy and Utilities Board d'envisager les vastes
implications sociales, économiques et environnementales des explorations de 'énergie en Alberta. Cet
article fajt valoir qu'en vertu des dispositions de l'article 3 de la Energy Resources Conservation Act le
AFUB devrait sérieusement en tenir compte, et questionne I'hésitation du AEUB & les considérer.
L'article souligne aussi le fait que la Cour d'appel de I'Alberta n'a pas encore évalué cette hésitation ni la
perspective réductionniste de I'antonié accordée an AEUB en vertu de l'article 3.
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The Jurisdiction of Alberta's Energy and Utilities Board
to Consider Broad Socio-Ecological Concerns Associated
with BEnergy Projects

1. Introduction

91  On 16 December 2003, the Alberta Energy and Utilities Board (AEUB or Board) issued its
decision to deny a well licence for an exploratory gas well in the Whaleback region of Alberta. [See
Note 1 below] The Polaris Decision was based on evidence submitted to the Board during a two-week
public hearing that gamered significant media attention. The Calgary Herald published regular articles
- conceriing the hearing and the issuance of the Polaris Decision was reported by at least one evening
news telecast in Calgary. Well licence applications, submitted to the Board by th:a thousands every year,
rarely receive such attention. ‘
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Note 1: Applications for a Well Licence, Special Gas Well Spacing, Compulsory Pooling, and Farling Permit — Pelaris
Resources Ltd. (16 December 2003), AEUB Decision 2003-101, online: " "ABUB
www.eub.gov.ab.ca/bbs/documents/decisions/2003/ 2003-101,pdf [Polaris Decision].

§2  One reason for the attention here was the fact that this application concerned Alberta's Whaleback
region, a unique area located along the eastern slopes (southern region) of the Rocky Mountains,
southwest of Calgary. This area was the subject of a September 1994 well licence decision, wherein the
Board denied an application by Amoco Canada to drill an exploratory gas well. [See Note 2
below] Subsequent to the Amoco Decision, the Alberta government designated the Whaleback region
as a profected area candidate for its ecologically unique features. Ultimately, the Alberta government
created two protected areas in the Whaleback: the Bob Creek Wildland Park and the Black Creek
Heritage Rangeland. [See Note 3 below] These protected areas cover most, but not 2ll, of the surface
lands in the Whaleback region.

Note 2: Application for an Exploratory Well -- Amoco Canada Petroleumn Company Limited, Whaleback Ridge Area (6
September 1994), ERCB Decision D94-8 [Amoco Decision].

Note 3: See O.C. 318/2003, A. Gaz. 2003.1.1710 (Provincial Parks Act, R.S.A. 2000, c. P-35) and Heritage Rangelands
Designation Order, O.C. 319/2003, A. Gaz. 2003.1.1712 (Wildemess Areas, Ecological Reserves, Natural Areas and Heritage
Rangelands Act, R.S.A. 2000, c. W-9), designating the Bob Creek Wildland Park and the Black Creek Heritage Rangeland.

93  The Polaris well was proposed for lands neighbouring the newly created protected areas. Some
hearing participants argued that the Board ought to deny the application because the gas well would
impair the ecological value of the protected areas. Other participants, including several local residents,
asked the Board to deny the application because gas exploration was simply an undesirable land use
activity in the Whaleback region. [See Note 4 below]

Note 4: Polaris Applications No. 1276521 and 1276489, CD ROM: Alberta Energy and Utilities Board (5 September 2003)
[archived with author].

14  The AEUB denied the Polaris application based upon inadequacies in Polaris' planning, public
consultations, experience and financial resources. The Board stated that it "does not feel Polaris has the
ability to execute a project of this type in a manner consistent with the public interest." [See Note 5
below] Essentially, the Board denied the application on technical grounds. [See Note 6 below]

Note 5: Polaris Decision, supra note T at 33,

Note 6: Ibid, at 33-34,
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€5  The Polaris Decision is generally disappointing for what it failed to address. The Board did not
offer any guidance as fo whether energy exploration is a desirable land-use ‘activity in ecologically
significant areas of Alberta. Nevertheless, the Board's reliance on technical grounds to deny the
application is not surprising given the Board's historical rejuctance to address broad socio-ecological
concerns intertwined with an individual energy project. In a 1986 well licence decision, for example, the
Board expressly denied having the legal authority to address broader envirenmental or social concerns
regarding the applied-for well licence. [See Note 7 below]

Note 7: A Report on an Application by Shell Canada Limited to Drill 2 Critical Sour Gas Well in the Jutland (Castle River
South) Area (3 June 1986), ERCB Decision D86-2 [Jutland Decision].

96 I argue that the Board has a Jegal obligation to judge the desirability of an individual energy
project, such as the proposed Polaris well, on broad socio-scological concerns. The AEUB's obligation
i this regard comes, in part, from s. 3 of the Energy Resources Conservation Act:

Where by any other enactment the Board is charged with the conduct of a hearing,
inquiry or other investigation in respect of a proposed energy resource project, it shalli,
in addition to any other matters it may or must consider in conducting the hearing,
inquiry or investigation, give consideration to whether the project is In the public
interest, having regard to the social and economic effects of the project and the effects
of the project on the environment. [See Note 8 below]

Note 8: R.S.A. 2000, c. E-10, s. 3 [ERCAJ. Section 3 was initially enacted as s. 2.1 in 1993.

In contrast to the argument presented here, the Board has narrowly interpreted its obligations under
ERCA s. 3, suggesting that this provision falls short of providing the Board with authority to address
broad socio-ecological concems associated with energy projects. My purpose in this article is to note
some deficiencies with the Board's narrow interpretation and highlight that the Board's view has yet to
be assessed by the Alberta Court of Appeal. [See Note 9 below]

Note 9: My LL.M. thesis examines the Board's authority in ERCA s. 3 to address broad socio-ecological conecerns
associated with energy projects. The thesis critiques the Board's interpretation of this authority in well licence decisions along
the eastern slopes of the Canadian Rocky Mountains, and the thesis uses the concept of ecological integrity to suggest how
this authority should be interpreted and applied by the Board. The thesis includes an examination of Alberta Court of Appeal
jurisprudence to assess whether the Board's namrow interpretation of ERCA s. 3 is a substantive jurisdictional error, See
Shaun Fluker, The Alberta Energy and Utilities Board: Ecological Integrity and the Law (LL.M. Thesis, University of
Calgary, 2003) [unpublished]. The limited scope of this article draws from the thesis, and interested readers should consult
the thesis for additional analysis. ‘

II. A Brief History of the AEUB

97  The AEUB was formed in 1995 on the amalgamation of Alberta's Public Utilities Board and
Energy Resources Conservation Board (ERCB). [See Note 10 below] The ERCB began as the 1932
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Tumner Valley Gas Conservation Board with a mandate to reduce the level of natural gas flaring in the
Tumer Valley oil field. [See Note 11 below} The Tumer Valley Board was disbanded after legal
challenges, immense opposition from industry and political unrest during the 1930s. [See Note 12
below] Alberta's interest in implementing resource conservation did not subside, however, and in 1938
the Alberta government created the Petrolenm and Natural Gas Conservation Board with expanded
powers to regulate the ever increasing production of oil and natural gas from the Turmer Valley field.
[See Note 13 below] By 1950, the oil and gas imdustry had begun its rise fo prominence as Alberta's
dominant economic sector and the Petroleum and Natural Gas Conservation Board was a key decision-
maker, promoting oil and gas exploration and recovery while implementing resource conservation. In
1971, the Board became known as the ERCB, with expanded authority to regulate the exploration and
development of any source of energy in Alberta. The ERCB and its predecessors had evolved from a
bold attempt to implement resource conservation on a reluctant, relatively isolated industry in Turmer
Valley to a widely respected regulator of all energy resources and a key player in 2 dominant economic
sector. [See Note 14 below])

Note 10: T am not concerned with the Public Utilities Board so my historical discussion focuses solely on the background of
the Energy Resources Conservation Board. Throughout this article I refer to the ERCB and the ABUB interchangeably as the
context dictates.

Note 11: David H. Breen, Alberta’s Petroleum Industry and the Conservation Board (Edmonton: The University of Alberta
Press, 1993). Breen notes this was Alberta's first formal regulatory attempt to implement resource conservation in the infant
oil and gas industry (ibid. at 79-54).

Note 12: Ihid.

Note 13: Resource conservation is commonly defined as ensuring maximum ultimate resource recovery with minimal waste
(ibid. at xorvii-xaxi).

Note 14: The Board is currenily responsible for administering a wide range of energy and ufilities legislation in Alberta.
See e.g. online: Alberta Energy and Utilities Board www.eub.gov.ab.cz.

98  The Board was, and remains, a creature of statute; currently the Alberta Energy and Utihities
Board Act. [See Note 15 below] AEUB deciston-making authority is governed in part by the purpose
provisions in the umbrella ERCA and several resource-specific statutes such as the Oil and Gas
Conservation Act. [See Note 16 below]

Note 15: R.S.A, 2000, c. A-17, 5. 2 [AEUB Act].

Note 16: R.S.A. 2000, c. O-6 [OGCA]. Additional resource-specific statutes inclnde the Coal Conservation Act, R.8.A.
2000, c. C-17 and the Qil Sands Conservation Act, R.5.A. 2000, c. O-7. :

III. The Need to Address Broad Socio-Ecological Concerns

99  The AEUB is increasingly asked to consider the broad social, economic and environmental
implications of energy exploration in Alberta. [See Note 17 below] While strong arguments have been
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made against addressing broader concerns in an individual energy project review, there will be times
where an individual energy project review can fill gaps in broader land use policies and/or initiate
evolution at this broader level to accommodate changing socio-ecological values in a region. [See Note
18 below]

Note 17: For example in Strathcona County, a densely populated region east of Edmonton, elected officials sought to meet
with AEUB staff to address the County's concexns over a proposed application to drill several gas wells in the County. Their
concemns included the absence of a policy that addresses issues particular to drilling wells in areas of high human populations
(Humberto Bonizzoni, "Sirathcona to meet with EUB officials” This Week [Sherwood Park] (14 February 2003) 13}.

Note 18: Steven Kennett and Monique Ross, In Search of Public Land Law in Alberta (Calgary: Capadian Institute of
Resources Law, 1998) at 32-37; my LL.M. thesis argnes this point in more detail. See Fluker, supra note 9. See also Michael
Wenig, "Cumulative Effects: Oil, Gas, and Biodiversity" (2002) 27:2 Law Now 27. Wenig argues that the AEUR is capable
of influencing the broader land use policy to seriously consider cumulative effects of oil and gas development in Alberta.

§10  For example, the Board's 1994 Amoco Decision effectively reversed existing provincial land use
policy in the Whaleback region. Prior to this decision, the provincial government had issued subsurface
mineral rights to Amoco Canada for energy exploration in the Whaleback. The Board denied Amoco's
well licence application, citing the need to preserve nature in the region. [See Note 19 below] Ultimately
the provincial government created two protected areas in the Whaleback, effectively removing these
areas from future subsurface mineral rights disposition. Had the Board approved Amoco's exploratory
well in 1994, the Whaleback might be a producing gas field today. Instead, the Board's decision intiated
an. evolution in provincial land use policy to accommodate socio-ecological values that had been
articulated during the well licence hearing. Accordingly, even if it lacks the ultimate authority to
implement solutions to broad socio-ecological problems, the AEUB can address these problems by
initiating a process towards those solutions. [See Note 20 below]

Note 19: Amoco Decision, supra note 2 at 33-34. In its discussion of land use issues, the Board expressed its concems for
preserving ecological integrity in the Whaleback, describing the region as relatively undisturbed by humans.

Note 20; Interestingly, the Board has expressly disagreed with the suggestion that its project decisions can be the initiator
for change in broader land use decision-making. See Applications for well licences — Moose Mountain Area Husky 0Oil
Operations Ltd. (11 March 1994), ERCB Decision D 94-2 [Moose Mountain Decision].

{11  Implicitly or explicitly, however, the ABUB assumes that the desirability of an mndividual
energy project can be assessed apart from these broader concerns. This assumption allows the Board to
avoid an inclusive, integrated consideration of the socio-ecological effects intertwined with energy
projects.

912  The Board's reluctance to address these broader concerns is also consistent with the resource
ethic that guides it. The Board promotes resource conservation; the maximum recovery of energy
resources with minimal waste. The Board regnlates the supply of resources from an ecological system to -
a social system. This approach is consistent with the dominant western worldview that nature is simply a

- collection of resources available for lramans to use in their quest for happiness. [See Note 21 below]
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Note 21: Alde Leopold critiques the moarality of the resource ethic in his seminal essay the "Land Ethic." See Aldo
Leopold, A Sand County Almanac and sketches here and there (New York: Oxford University Press, 1949) at 202, See also
Carolyn Merchant, "Reinventing Eden: Western Culture as a Recovery Narrative" in William Cronon, ed., Uncommon
Ground: Rethinking the Human Place in Natwe (New York: W.W. Norton and Company, 19%6) 132. Merchant
conceptualizes the dominant westem worldview as a male recovery narrative that begins with the fall from the Garden of
Eden. Humans (males) are siriving to recover from the fall using science and capitalism as tools to subdue the Farth and
transform it into the Garden.

113  Inthe 1994 Amoco Decision, the Board denied project approval in order to protect nature. This
decision reflected the miroduction of a preservationist philosophy into western thought and,
subsequently, the Board's decision-making process. [See Note 22 below] The need to preserve areas of
nature apart from human influence is based on the view that humans are destined to destroy nature. [See
Note 23 below] The preservation ethic is arguably the resource ethic in new clothing. Nature remains a
collection of resources. According to this version, however, an ecological system is a more valuable
resource than humans themselves and thus ought to be preserved from the influence of social systems.
[See Note 24 below]

Note 22: A recent example of a preservationist philosophy that argues nature ought to be preserved from human influence
is Laura Westra, An Environmenta] Proposal for Ethics: The Principle of Integrity {Lanham, Md.: Rowman and Littlefield
Publishers, 1994).

Note 23: Tbid.

Note 24: Bruce Morito, "Examining Ecosystem Imtegrity as a Primary Mode of Recognizing the Autonomy of
Nature" {1999) 21 Environmental Ethics 59.

Y14  These dichotomous approaches, whereby the needs of humans and nature are understood as
mutually exclusive and the human-nature relationship is a hierarchical one, avoids difficult questions
concerning the desirability of energy projects in Alberta. [See Note 25 below] Should energy projects be
located in or near densely populated areas of the province? Should regional health concerns, human or
otherwise, prevent the Board from approving an individual project decision? When they are put to the
Board, these questions require the AEUB to consider integrated socio-ecological concerns rather than a
partial consideration that implicitly selects cconomic development (resource ethic) over environmental
preservation {preservation ethic) or vice versa on a case-by-case basis.

Note 25: The problems presented by the buman/mature dichotomy are thoroughly explored in Uncommon Ground:
Rethinking the Human Place in Nature, supra note 21. Legal scholars have also devoted some attention to the troublesome
aspects of this dichotomy. See Eric. T. Freyfogle, "The Ethical Strands of Environmental Law" (1994) U. Til. L. Rev. 819 at
233: "The dominant moral view today is largely dualistic - humans are subjects, nature is an object — and the implications of
this duality are as plain as they are destructive." See also Carol M. Rose, "Given-ness and Gift: Property and the Quest for
Environmenta) Etbics" (1994) 24 Environmental Law 1, Rose observes that dominant western ethics view nature either as
ethically neutral and "up-for-grabs" or as a gift to be preserved from use altogether. Rose drgues that we need normative
guidance in the middle of these twe extremes, a norm of "use with restraint™ (ibid. at 7-14). - - - s e o
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Y15  Human social systems rely upon the energy and components of their surrounding ecological
systems for sustenance. In the process of sustaining themselves, social systems alter the structure and
processes of ecological systems by, for example, developing new energy projects. An altered ecological
system, m turn, influences a social system in desirable or undesirabie ways. Section 3 of the ERCA
explicitly requires the Board 1o consider the integrated social, economic and environmental effects of an
individual energy project as part of its decision-making process. The section is an acknowledgement that
the Board's decision to issue or deny regulatory approval is, in essence, 2 choice between broader views
concerning desirable socio-ecological states and an opportunity to select the desirable from the
undesirable socio-ecological relationships i a region.

Y16  Prior to 1993 most commentators and the courts agreed that the Board's jurisdiction fo address
the broad socio-ecological effects of energy projects was limited. While commentators generally agree
that the 1993 enactment of ERCA s. 2.1 (now s. 3) enhanced the Board's jurisdiction to consider socio-
ecological concerns, the Board has stated that the 1993 enactment simply confirmed the status quo. The
two Alberta Court of Appeal decisions that have considered the Board's ERCA s. 3 obligations
contribute little to this debate.

IV. Prior to 1993: The Resource Ethic

917  Inthe late 1970s the ERCB approved an oilsands project in northern Alberta. During the project
review process, local First Nations communities requested the ERCB to condition its approval on the
implementation of an affirmative action program. The federal government endorsed the request and a
subsequent ERCB project report to the Alberta government was also sympathefic to the program.
Nevertheless, at the hearing the ERCB held that it did not have jurisdiction to attach the condition to its
project approval.

Y18  Ultimately the Supreme Court of Canada held that the ERCB was cormrect. Referring to the
purpose provisions of the then governing Alberta legislation, the Court unanimously found the ERCB's
jurisdiction was '

limited to the regulation and control of the development of energy resources and energy
in the Province of Alberta. The powers with which the Board is endowed are concerned
with the natural resources of the area rather than with the social welfare of its
inhabitants, and it would, in my view, require express language to extend the statutory
authority so vested in the Board so as to include a program designed to lessen the age-
old disadvantages which have plagued the native people since their first contact with
civilization as it is known to the great majority of Albertans. [See Note 26 below]

Note 26: Athabasca Tribal Counci] v. Amoco Canada Petroleum Co., [1981] 1 S.C.R. 689 at 708, aff'g (1980), 22 A.R. 541
(C.A.) [Athabasca Tribal Council]. The ERCB governing legislation at this time was identical, in all material respects, to the
current content of ERCA, supra note 8, s. 2 and OGCA, supra note 16, s. 4, but did not include the subsequently enacted
ERCA, ibid,, 5. 2.1,

119  In subsequent years, several commentators have relied on Athabasca Tribal Counci! as limiting
the Board's jurisdiction to consider the social or environmental impacts from energy projects. [See Note
27 below] P.S. Elder noted that the Supreme Court of Canada took a narrower view than did the Alberta
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Court of Appeal in its interpretation of the ERCB's jurisdiction. [See Note 28 below] The Court of |
Appezl distinguished between project-related social impacts and pre-existing social problems, holding
that the ERCB had jurisdiction to address the former: ‘

Note 27: See e.g. Michael J. Bruni and Keith F. Milier, "Practice and Procedure before the Energy Resources Conservation
Board" (1982) 20 AHa, L. Rev. 79 at 83-84; Peter McLaws and Susan Blackman, "The Environmental Mandate of the ERCB
in Well Licence Applications" (1989) 28 Resources 1 at 2-3; Francis M. Saville and Richard A. Neufeld, "The Eunergy
Resources Conservation Board of Alberta and Environmental Protection” (1989) 2 Can. J. Admin. L. and Prac. 287 at n. §;
Francis M. Saville and Richard A. Nenfeld, "Project Approvals under Proposed Alberta Environmenta! Legislation® (1991) 4
Can. J. Admin. L. and Prac. 275 at 289-90.

Note 28: P.S. Elder, "Environmental Impact Assessment in Alberta" (1985) 23 Alta. L. Rev. 286 at 303-305.

In considering the extent of the Board's jurisdiction over social problems, I distinguish
between those problems which might be expected to be created by the project and those
which exist without it. The ERCB has attempted in its report and recommendations to
anticipate those problems which would be created by the project and to propose
remedies and solutions for them. In doing so, it was in my opinion acting withun the
jurisdiction given it by the Energy Resources Conservation Act and the Oil and Gas
Conservation Act. It would, however, in my opinion require clear and express language
to confer on the Board a jurisdiction to solve the pre-existing social problems of Alberta
in the course of approving or disapproving such a project. [See Note 29 below]

Note 20: Athabasca Tribal Council v. Amoco Canada Petroleum Company Ltd. (1980), 22 AR. 541 af para. 20 (C.A.),
affd [1981] 1 8.C.R. 699. The Court of Appeal was divided. Mosrow J.A., in dissent, held that the appellant's concerns could
be addressed by the ERCB:

[Nust as the Board must work from the environment as it finds it now, so must it take as part of this
environment, as it were, the social conditions. Environment surely does not just mean frees, birds and
animals. I should hope that in the semi-virginal area in which the proposed development under
consideration here the nature of the existing settlements, social structure of the residents, and their state
of economic and social developrnent is both apparent and has to be of concern to anybody, as in this case,
the Board, calied upon to recommend in ‘the public interest' (ibid. at para. 43}.

Elder argued that the Supreme Court of Canada, while endorsing the Court of Appeal result, rejected any
distinction between project-related and pre-existing social issues: "The narrower view would imply that
the ERCB enjoys little, if any, mandate to make approval conditions regarding social impacts and a
fortior] cannot require or hear evidence for these purposes.” [See Note 30 below] Athabasca Tribal
Council has also been relied on for the proposition that "the Board cannot deny a well licence
application purely for environmental reasons... This is a policy issue best left to elected
representatives." [See Note 31 below]

Note 30: Elder, supra note 28 at 304.

Note 31: McLaws and Blackman, supra note 27 at 3. Saville and Neufeld offered a contrasting view: "[I}1 is clear from the
purpose provisions of the ERCA that protection of the environment in the course of energy development is one-of the
objectives which the legislature has determined ought to be pursued by the Board" (Saville and Meufeld, "The Energy
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Resources Conservation Board of Alberta and Environmental Protection,” supra note 27 at 289).

20  The Supreme Court of Canada, along with most commentators pricr to 1993, endorsed the
ERCB's resource ethic and its view of nature as simply a collection of resources available for humans to
use in their quest for happiness.

V. The 1993 Enactiment of ERCA Section 2.1 (Now Section 3)

121  Inthe early 1990s, the Province of Alberta began a review of its environmental legislation. [See
Note 32 below] One aspect of this renewal process was the 1991 release of an environmental legislative
review report. [See Note 33 below] The mandate of the Environmental Legislation Review Panel was to
obtain, consider and report to the provincial Minister of the Environment on public opinion concerning
proposed ommibus environmental legislation. [See Note 34 below] Many public comments suggested
that the ERCB mandate ought to include jurisdiction to reject project proposals on environmental
grounds. [See Note 35 below] The Panel, however, felt "that the ERCB inevitably must give priority to
energy development, given its legislated mandates." [See Note 36 below] Asking a board charged with
energy resource development to reject an energy project on environmental grounds was seen as asking
too much. [See Note 37 below] Nevertheless, the Panel recommended the ERCB's governing legislation
include a provision analogous to that governing Alberta's Natural Resources Conservation Board
(NRCB), [Sse Note 38 below] a provision requiring the Board to comsider the economic, social and
environmental effects of an energy project. [See Note 39 below] Consequently, s. 2.1 of the ERCA was
enacted in 1993. [See Note 40 below]

Note 32: The impetus for change included the legal entrenchment of environmental assessment at the federal level.
Canadian Wildlife Federation Inc. v. Canada (Minister of the Environment), [1989] 26 F.T.R. 245 (T.D.), affd [1990] 2
W.WR. 69 (F.C.A), is the seminal judicial mling that, to the surprise of the federal government, declared federal
environmental assessment gnidelines to be mandatory and legally enforceable. Subsequently in Friends of the Oldman River
Society v. Canada (Minister of Transport), {1992] 1 S.C.R. 3, the Supreme Court of Canada held these guidelines to be intra
vires Parliament.

Note 33: Alberta, Report of the Environmental Legislation Review Panel (Edmonton: Government of Alberta, 1991).

Note 34: The proposed legislation is now enacted as the Environmental Protection and Enhancement Act, R.S.A. 2000, c.
E-12,

Note 35: Report of the Environmental Legislation Review Panel, supra note 33 at 31.
Note 36: Ibid. at 36.

Note 37: Brian O'Ferrall, "The ER.C.B. and the N.-R.C.B.: Are they equivalent?" (1992) 7:2 Environmental Law Centre
News Brief 1.

Note 38: The NRCB provides an overview of itself on its internet site, online: NRCB www.nrch.gov.ab.ca. The NRCB
Teviews non-energy resource projects in Alberta, such as forest, recreation, mining and water management projects, NRCB
board members are appointed by provincial cabinet, and its decisions must be approved by provincial cabinet.

Note 39: Report of the Environmental Legislation Review Panel, supra note 33 at 36. Alternatively, the panel
recommended that energy projects, otherwise subject to ERCB approval and requiring an environmental-assessment, be -
- required o obtain NRCB approval (ibid.). Wendy Francis, a pane! member, noted that “[t]he Panel recommended that the
Board's legislation be amended fo give it powers analogous to those wielded by the Natural Resources Conservation
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Board" (Wendy Francis, Sustainable Development and Environmental Assessment in Alberta: Not Heaven in a Single Bound
*(LL.M. Thesis, University of Calgary, 1994) at 115 [footnote omitted] [unpublished]).

Note 40: Environmental Proteciion and Enhancement Act, S.A. 1992, ¢. E~13.3, 5. 246(5). Section 246(5) states:
The Energy Resources Conservation Act is amended ... by adding the following after section 2:

2.1 Where by any other enactment the Board is charged with the conduct of a hearing, inquiry or
other investigation in respect of a proposed energy resource project, it shall, in addition to any
other matters it may or must consider in conducting the hearing, inquiry or investigation, give
consideration to wlhether the project is in the public interest, having regard to the social and
economic effecis of the project and the effects of the project on the environment [emphasis in
original].

722  Some members of the Environmental Legisiation Review Panel argued that ERCA s. 2.1
enhanced the ERCB's environmental jurisdiction. [See Note 41 below] Commentators have
subsequently argued that BRCA. s. 2.1 has broadened the ERCB's jurisdiction to consider cumulative
socio-ecological effects and implement sustainable development. [See Note 42 below]

Note 41: OFerrall, supra note 37 at 3; Francis, supra note 39 at 115.

Note 42: See e.g. Steven Kermeti, "The ERCB's Whaleback Decision: All Clear on the Bastern Slopes?" (1994) 48
Resources 1; Steven Kennett, "The Castle -- A Litmms Test for Alberta's ‘Commitment to Sustainable Resource amd
Environmental Management" (2003) 83/84 Resources 1 at 4; George L. Hegmann and G.A. Yarranton, Cornulative Effects
and the Energy Resources Conservation Board's Review Process (Czlgary: Macleod Institute for Envirenmental Analysis,
1995) at 4; Neil I. Brenpan, “Private Rights and Public Concerns: The Public Intersst' in Alberta's Environmental
Management Regime" (1997) 7 1. Envtl, L. and Prac., 243 at 251; Wenig, supra note 18 at 29.

923  However, not everyone agrees with these views. In 1992 Phil Prince, then Vice-Chairman of the
ERCB, argued that the introduction of ERCA s. 2.1 was intended to communicate more effectively the
already existing ERCB role in protecting the environment. [See Note 43 below] Prince suggested that
the potential for conflict between development and the environment was a primary justification for the
existence of the ERCB. [See Note 44 below] Section 2.1 of the ERCA simply confirmed that the ERCB
must adjudicate the conflict by weighing the benefits of energy development against its social and
environmental costs: "When, after all possible mitigation, the costs of using the environment still exceed
the benefits, the activity should be precluded." [See Note 45 below] According to Prince, ERCA s. 2.1
simply confirmed the status quo concerning the Board's mandate: the obligation to govern the
appropriateness of an energy project with a cost/benefit analysis.

Note 43: Phil Prince, "The E.R.C.B. and the N.R.C.B.: A response to Mr. O'Ferrall" (1992) 7:3 Environmental Law Centre
News Brief 3.

Note 44: Thid. at 4.

Note 45: Ibid. at 5. Prince noted that some "costs" are difficult to quantify, therefore SubJGCT.IVE assessments are somelimes
required (ibid. at n. 4). :
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VI. The AEUB Interpretation of BRCA Section 3

124  InaMarch 1994 well licence decision, the Board itself observed that ERCA s. 2.1 (now s. 3) did
not findamentally alter its mandate. [See Note 46 below] In its September 1994 Amoco Decision, the
Board confirmed that addressing the socio-ecological effects of a gas well requires the Board to ask
whether the potential "benefits" to be derived from a successful well exceed the "costs" measured in
social or ecological terms:

Note 46: Moose Mountain Decision supra note 20 at 12 .

Ultimately, each applicant is responsible for identifying issues and addressing those
issues to the degree to which it believes appropriate. The Board is then charged with
measuring the application against the broad test of “public interest”, including
environmental, social, and economic costs and benefits.

While the Board accepts Amoco's right to explore for and develop hydrocarbons in the
Whaleback and therefore its need for the well, the Board does not believe that either the
acquisition of mineral rights or a surface lease agreement in any way automatically
confers the right of an applicant to a well licence. The Board must balance Amoco's
need for the well against the potential economic, social, and environmental costs and
benefits accruing to the public from the exploration well... The Board must be
convinced that certain safety, social, and environmental impacts can be or will be
satisfactorily mitigated before the well would be approved.

In the Board's view, the most significant issue is whether the benefit of the mfonnation
which would be supplied by the exploratory well outweighs the environmental, social,
and economic costs associated with such a development within the Whaleback. [See
Note 47 below]

Note 47: Amoco Decision, supra note 2 at 10, 12-13, 34. The Board had relied on the cost/benefit approach prior to 1993.
For example, see the Tutland Decision, supra note 7, and the Shell Canada Limited Application for a Well Licence, Waterton
Field (22 December 1988), ERCB Decision D88-16 [Whitney Creek Decision]. For additionzal statements from the Board
confirming its cost/benefit application of ERCA s. 3 see Application to construct and operate two sour oil effluent pipelines
and associated facilities -- Husky Oil Operations Ltd., Moose Field (9 April 1998), ERCB Decision 97-17 (Addendum) at 6-8
and Application for a well licence — Shell Canada Limited, Ferrier Field (20 March 2001), AEUB Pecision 2001-09 at 20,
34, online: ABEUB www.eub.gov.ab.ca/bbs/documents/decisions/ 2001/2001-09.pdf [Ferrier Decision]. For a recent
cost/beneflt interpretation by the Board see the Polaris Decision, supra note 1 at 3, 5, 33.

925 The AEUB views s. 3 of the ERCA as confirmation that it must aslc whether the economic
benefits of an energy project exceed its immediate social and environmental costs. Where the economic
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benefits of the project exceed its immediate social or environmental costs, the AEUB approves the
project. Where the costs exceed the benefits, project approval is denied unless the costs can be
sufficiently mitigated with conditions or otherwise.

126  Utilitarian cost/benefit analysis is popular with public decision-makers, in part, because it
purports to produce unambiguous decisions by weighing the good consequences of an action against the
bad. [See Note 48 below] However, benefits and costs are typically valued monetarily and non-
measurable or qualitative consequences are discounted or excluded altogether in these calculations. [See
Note 49 below] In addition, as Mark Sagoff explains:

Note 48: Bruce Morito, Thinking Ecologically: Environmental Thought, Values and Policy (Black Point, N.5.: Femwood
Publishing, 2002) at 105-106.

Note 49: Ibid. at 45-51. Morito notes that the preference for quantitative data developed at a time when mechanistic cause-
and-effect was replacing metaphysical explanations in the pursnit of knowledge.

This approach denies the educative function of political discussion.... The reasons
people give for their views ... are not to be counted; what counts is how much
individuals will pay to satisfy their wants. Those willing to pay the most, for all intents
and purposes, have the right view; theirs is the better judgment, the deeper insight, and
the more informed opinion. [See Note 50 below]

Note 50: Mark Sagoff, The Beonomy of the Earth: Philosophy, Law, and the Environment (Cambridge: Cambridge
University Press, 1988) at 41-42.

Critics of cost/benefit analysis agree that it is a useful decision-making tool, particularly when efficiency
is the goal. They disagree, however, that its conclusions ought to be the decisive factor in decision-
making. [See Note 51 below]

Note 51: There is a vast literature concerning the debate over the merits of cost/benefit analysis as a decision-making tool. 1
only scrape the surface of this debate. For an introduction to the area see Donald VanDe Veer and Christine Pierce, eds., The
Environmental Ethics and Policy Book: Philosophy, Ecelogy, Economics, 3d ed. (Belmont, CA: Wadsworth, 2003) at 336-
50. This infroductory source provides a concise summary of arguments for and against the use of cost/benefit analysis as a
decision-making tool.

927  The Board relies exclusively on a cost/benefit analysis to assess the desirability of an energy
project's socio-ecological impact. As such, the Board relies on unsubstantiated and unstated assumptions
in making its energy project decisions. [See Note 52 below] For example, the Board assumes that
measurable quantities form the only basis of knowledge. [See Note 53 below] This assumption enables
the Board to exclude or discount non-measurable socio-ecological information without justification;

information that typically reveals broader views on the desirability of an energy project's socio-. |

ecological impacts but which, at the same iime, would cloud the Board's seemmg]y unambiguous
cost/benefit analysis.
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Note 52: My LL .M. thesis argues this point in more detail. See Fluker, supra note 9.

Note 53: See Bonlerra Energy Corp. Application for a Well Licence, Pembina Area (24 January 2003), AEUB Decision
2003-008, online: AEUB www.eub.gov.ab.ca/bbs/docurments/ decisions/2003/2003-008.pdf. In this decision, the Board
discounted observational evidence on wind direction because it was not based on any science or technical measurements. In
the Jutland Decision, the Board discounted qualitative evidence provided by local commercial operators opposing the gas
wells (Jutland Decision, supra note 7 at 22). The Board similarly discounted non-quantitative evidence in Whitney Creek
Decision, supra note 47 at 21-22. The Board has consistently lamented the absence of quantitative data to measure socio-
ecological impacts from energy projects. For another exampie see Ferrier Decision, supra note 47 at 27-29.

VII. Judicial Consideration of ERCA Section 3

7128  The Alberta Court of Appeal has considered ERCA s. 3 (2.1 as it was then) on two occasions
and referred to the section in several leave to appeal applications. [See Note 54 below] In iis two
decisions, however, the Court failed to provide any insight towards how ERCA s. 3 should be
mterpreted.

Note 54: The Court has referred to ERCA s. 3 in several leave applications: Calgary North H2S Action Committee v.
Alberta (Energy and Utilities Board), 1999 ABCA 323; ConCerv v. Alberta (Energy and Utilities Board), 2001 ABCA 217;
Pembina Institute for Appropriate Development v, Albertz (Energy and Utilities Board), 2002 ABCA 184, Secticn 41 of the
ERCA states that leave to appeal a Board decision must be obtained from the court before the appeal will be heard. For a
recent stafernent from the couwrt concerning the test for granting leave, see Prince Resource Corp. v. Alberta (Energy and
Utilities Board), 2003 ABCA 243.

929  In Rocky Mountain Ecosystem Coalition v. Alberta (Energy and Utilities Board) [See Note 55
below] leave to appeal was granted on two grounds, namely: (a) did ERCA s. 2.1 have any impact on
the general policies and procedures of the Board in fulfilling its functions in relation to applications for
gas removal permits; and (b) regardless of (a), has the Board, in deciding the matter at hand, complied
with its ERCA s. 2.1 mandate? The Court held that ERCA s. 2.1 did not alter the discretion of the
AEBUB to issue or deny gas export permits, but the Court expressly declined to affirm the AEUB's
general interpretation of ERCA s. 2.1:

Note 55: (1996}, 178 A.R. 106 (C.A.) [RMEC].

Although the Board does not expressly state that the amending s. 2.1 imposes no further
obligation on the Board to consider the social, economic and environmental effect, it is
clear that it views the amendments as confirming what the Board has in fact been
considering at the various stages requiring its approval.

We affirm the Board's decision that the export permit stage is an inappropriate point to
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consider anew the social, economic and environmental impact beyond the Board's
existing policies and procedures. It is thus not necessary and we do not decide that the
amendments require the Board to expand or alter its existing policies and approval
procedures to comply with the amendments. We do note, however, the explicit mandate
in 2.1 that the Board: "shall, in addition to any other matters it may or must consider ...
[determine] whether the project is in the public interest, having regard to the social and
economic effects of the project.” It would appear to be arguable that the Board can
continue with its existing policies and procedures regarding the earlier stages of its
approval process without some express heed to the mandatory words of the
amendments. However, that issue is not before us. Apart from our observation, we do
not decide that matter. [See Note 56 below]

Note 56: Ibid. at paras. 7, 10 [emphasis in original]. The emphasis in the text suggests that the Court intended 1o say the
Board "cannot" continue with its existing policies. Otherwise, the Court appears to contradict itself in this paragraph of the
judgment.

The Court's refusal to address the Board's general ERCA s. 2.1 mandate is astonishing in light of the fact
that leave had been granted precisely on this question. {See Note 57 below]

Note 57: Nigel Bankes, "Environmental Security and Gas Exports" (1996) 53 Resources 1 at 3.

730  The second case, Coalition of Citizens Impacted by the Caroline Shell Plant v. Alberta (Energy
and Ultilities Board), {See Note 58 below] involved the review of an AEUB approval allowing an
increase in the processing capability of a gas facility. [See Note 59 below] In its decision, the AEUB
acknowledged that the increased processing would result in an increase of sulphur dioxide emissions.
[See Note 60 below] Tt alse acknowledged community concems regarding the potential health effects on
animals resulting from general oil and gas operations in the area. [See Note 61 below] Nevertheless, the
ABUB refused to hear evidence during the hearing regarding the impact of these mcreased emissions on
local cattle. The AEUB indicated that it would rely on the findings of a broader, concurrent Alberta
Cattle Commission study, not yet finalized at the time of the hearing. The Coalition challenged this
refusal to hear site-specific evidence and deferral to the broader study.

Note 58: (1996), 187 A.R. 205 (C.A.) [Caroline Shell Plant].

Note 59: Shell Canada Limited - Application for increased throughput sour gas plant -- Caroline Field (9 Apiii 1997),
ABUB Deciston 97-5.

Note 60: Ibid. at 6.

Note 61: Pre-hearing meeting Shell Canada Limited (27 June 1996}, AEUB Decision 97-5.
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931  The appellants contended that the AEUB, by refusing to hear the site-specific evidence, failed to
meet its ERCA s. 2.1 obligations. The Court disagreed, stating that "the decision of the Board to limit
the evidence it will hear does not indicate that it has or will fail to comply with the requirements of s.-
2.1." [See Note 62 below] The Court offered little substantive analysis of what ERCA s. 2.1 allows or
requires the AEUB to consider, limiting its discussion to three points. First, the Court noted that social,
environmental and economic effects were considered by the Board as part of its facility construction
review several years earlier. Second, the Court noted that the current proposal would be subject to
examination by the "environmental authorities." [See Note 63 below] Finally, the Court held that the
AEUB did not err by delaying a consideration of the emissions issue until after the completion of the
broader siudy.

Note 62: Caroline Shell Plant, supra note 58 at para. 17.

Note 63: Ibid. at para. 20. This observation implies that the Court did not view the AEUB as an environmental authority,
consistent with the 1981 Supreme Court of Canada Athabasca Tribal Council decision, supra note 26.

€32  However, the Court was not unanimous. Justice Conrad, in dissent, noted that ERCA s. 2.1
required the AEUB to consider the social and environmental effects of projects in its deliberations. This
legislative direction, together with the AEUB's acknowledgement of community concerns, led her to
conclude that the emissions evidence was relevant in this case. Unlike the majonty decision, Conrad
I.A. provided some substantive analysis of BRCA s. 2.1:

Section 2.1 requires that the Board inquire into whether the project is in the public
interest, having regard to the social and economic effects of the project and the effects
of the project on the environment. The effects of the incremental increase on cattle
would be relevant to that statutory obligation, just as it is necessary to consider the
effects of the mcremental increase on human health.

Ranchers have filed complaints saying that the existing level of emissions are showing
visible signs of affecting cattle. What could be more relevant? To hold that actual
observations of cattle at various times, in various weather conditions, at various rates of
emissions are not relevant would be patently unreasonable and an error.

The Board has declined jurisdiction by refusing to recognize the statutory duty imposed
on it by s. 2.1 of the B.R.C. Act to hear evidence of the impact on cattle before making
its decision. It cannot delegate its duty to deal with that problem to another body, or at a
later date. [See Note 64 below]

Note 64: Caroline Shell Plant, supra note 58 at paras. 43, 47-48,
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The failure by the majority judgment in Caroline Shell Plant to offer any insight into how s. 3 of the

ERCA. should be applied is disappointing, In its two decisions, the Court of Appeal has either avoided

the issue altogether or it has simply referred to the section without analysis. Over a decade has passed
since the enactment of ERCA s. 3. We stil] await substantive judicial assessment on the appropriateness
of the AEUB's limited treatment of the complexities of intertwined economic, social and environmental
values in energy development, and the appropriateness of the Board's view that the 1993 enactment of
ERCA s. 3 simiply confirmed the status quo.

VII. Conclusion

133  The AEUB, the primary energy project decision-maker in the province, should play a crucial
role in Alberta's social fabric by identifying socio-ecological possibilities in the province and making
socio-ecological choices with its energy project decigions. The legal structure of Alberta's public land
use decision-making framework channels debate over broad socio-ecological values mio the Board's
project review process. The language of BRCA s. 3, a key provision in the Board's governing legislation,
acknowledges this important AEUB decision-making role, requiring the Board fo consider the social,
economic and environmental effects of an energy project in its decision.

34 In the Polaris Decision, the Board once again confirmed its view that ERCA s. 3 requires that it
ask whether the benefits of the individual project exceed its immediate costs. With this narrow
interpretation of BRCA s. 3, the Board avoided making a judgment as to the desirability of energy
exploration in the Whaleback region. While the Board was presented with evidence from which fo make
a judgment concerning the broader implications of energy projects in the region, [See Note 65 below]
the Board chose not to do so. The Board believes that the desirability of an individual energy project can
be assessed apart from broad socio-ecological concemns.

Note 65: Polaris Applications No, 1276521 and 1276489, supra note 4.

135  Consistent with this, the Board maintains that the 1993 enactment of ERCA s. 3 simply
confirmed the status quo. This view is particularly troublesome in light of the shortcomings of its narrow
cost/benefit approach to considering the social, economic and environmental effects of an energy
project. The Alberta Court of Appeal, as the reviewing body over AEUB decisions, has failed on two
occasions to provide any insight as to how ERCA s. 3 should be interpreted. There is a glaring absence
of judicial analysis explaining why it is sufficient for the AEUB to interpret its ERCA s. 3 mandate
solely as a cost/benefit calculation; An interpretation that discounts non-measurable socio-ecological
information without justification and adheres to an overly simplistic view that the human natore
relationship can be described primarily as an allocation of economic benefits and ecological costs. The
Board's current approach is, at best, an incomplete attempt to meet its ERCA s. 3 obligation.
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Hon with interstate communications was
throngh a2 physical conmection with the
dominant interexchange carrier serving the ciry.

3. CERTIFICATES, § 123 — Telecommuni-
cations service — Fiber-optic toll facility —
When public interest hearing required.
[S.D.Sup.Ct.] Under 8.D. Compiled Laws
§% 49-31-20 and 49-31-21, a telecommunica-
tons facility is exempt from a public interest
determination if the facility is a nonaccess facil-
ity and the facility crosses the territory being
lawfully oceupied and served by another tele-
communications company furnishing reason-
ably adequate service; a joint venture between a
telephone cooperative and a municipality o

build a fber-optic o]l facility between two .

cides was found to require a public inierest
hearing even though it had been previously
ruled that none was necessary, becanse the
facility did not extend across territory being
lawfully occupied and served by another tele-
communications company furnishing reason-
ably adequate service.

Berkeley Electric Cooperative,
Inc. -

V. ,
South Carolina Public Service
Commission

No. 23340
402 S.E.2d 674

South Carolina Supreme Court
February 4, 1551

ORDER affirming electric utility's right to pro-
vide service to a business situated on land
annexed by municipality, due to exclusive fran-
chise agreement, despite location of business
within 300 fee: of competing electric coop-
erative's existing electric lines.

{ABSTRACT OF DECISION. THE FULL
CASE TEXT IS OMITTED.]

1. MONOPOLY AND COMPETITION, § 28
— Division of service territory — Territorial
Assignmenis Act — Municipal annexation.

[5.C.Sup.Ct.] The Territorial Assignments
Act gives an electric wtility the right to serve
buildings located within 300 feet of its existing
electric transmission Lines, but applies only o
areas assigned by the commission; thus, the Act
reserved no rights to an electric cooperative
with existing lines for an undeveloped corridor
area that had been annexed by a municipality
and made part of an exclusive municipal fran-
chise agreement.

2, MONOPOLY AND COMPETITION, § 29
— Division of service territory — Franchise
agreement -— Municipal annexation.

[S.C.Sup.Ct.] A municipality may provide
its own service within corporate limits, or it may
designate a supplier through a franchise agree-
ment and still prevent an existing electric utiliry
from expanding its service into a newly
annexed area

2. MONQPOLY AND COMPETITION, § 29

.— Division of service territory — Franchise

agreement — Municipal armexation.

[S.C.Sup.Ct.] Where a municipality had
granted an electric utility permission to serve
jand newly annexed by the municipality by
terms of a pre-existing franchise agreement, that
mility was entitled to continue providing elec-
tric service to a business on that land, even
though the business was located within 300 feet
of existing electric lines of another supplier.

4, WITNESSES, § 4 — Qualification as expert
-—Trial judge discretion — Probative value,
[S.C.Sup.Ct] The gqualification of a wir-
ness as an expert in 2 particular field is within
the sound discretion of the tial judge, and
where the expert's iestimony is based upon
facts sufficient to form the basis for an opinien,
the trier of fact determines the probative value.
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Re Biennial Resource Plan
Update Following the California
Energy Commission’s Seventh
Electricity Report

Decision No., 91-06-022
1.89-07-004

California Public Utilities Cormmission
June 5, 1991

ORDER approving modifications to standard
offers nsed by electric vtilities 1o purchase elec-
wricity from qualifying cogeneration and small
power  production facilities (QF). The
modifications initiate a program by the comumis-
sion 1o incorporate mon-price factors, such as
environmental externalities, in determining
appropriate levels of QF development, and
evenmally to develop a system cf "envirenmern-
tal least cost” resource planning.

1. MONOPOLY AND COMPETITION, § 54
—_ Electric — Generation merket — Transmis-
sion bottleneck — Nonprice factots.

[CAL.] To promote the establishment of a
fally competitive market for electric generation
the commission found that it must: (1) ease the
wransmission bottleneck; (2) require accurate
evaluation of tesource options, including
identification of "nonprice” factors such as fuel
diversity and environmental quality; and (3)
expand the eligibility to bid on utility power
requirements to all supply sources.

p- 186.

2, MONOPOLY AND COMPETITION, § 54
.— Electric — Generation market — Wheeling.
[CAL.] Wheeling of electric power by
electric wiilities is critical to achieying a fully
competitive generation markel; the terms of
wheeling service must ensure both that the
wheeling vtility. gels reascnable compensation
and that it cannot use its control of bottleneck
facilities to exiract monopoly remnts.
p. 186.

3. COSENERATION, § 17 — Contracts —
Non-price factors — Fuel diversity — Environ-
mental quality.

[CAL.] While reviewing stapdard offers
employed by eclectric vtilifies in purchasing
power from qualifying cogeneration facilities, .
the commission initiated a program o establish
a guantitative basis for weighing nonprice fac-
iors, such as fuel diversity and environmenial
quality, in determining the value of particular
Iesource opLions.

p. 187.

4. COGENERATION, § 24 — Rates — Stan-
dard offer contract — All-source biddimg —
Marke! status.

[CAL.] While finding that "all-source bid-
ding" was a necessary Component of a flly
competitive market for eleciric generation, the
commission decided that a special marker cate-
gory was still required for qualifying cogenera-
tian facilities (QFs) until such time as souchural
changes in the market were in place 10 make the
markeiplace muly competitive; such changes
would inclnde easing the wansmission botfie-
neck and equalizing market power zmong uiil-
jry and non-utility producers.

p- 188, :

5. ELECTRICITY, § 4 — Generating plants ——
Efficiency — Least cost planming program —
Environmental quality — Fuel diversiry.

[CAL. The commission revised its elec-
tric resource planning policies 1o allow for con-
sideration of both environmental and [uel diver-
sity values in companng resource options in
both the planning and acquisition portions of
the resource procurement process; while defer-
ring consideration of specific methods for the
quaniification of fuel diversity values, the com-
mission adopted specific values for air quality
based on the residual emissions (those remain-
ing after application of contzol technologies) of
various Tesource options.

p. 188,

6. ELECTRICITY, § 4 — Generating. plants —
Efficiency — Least cost planning program —-
Environmenial quality — Fuel diversity,

[CAL.] Vales assigned io fuel diversity

01
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and environmental effects under revisions 1o the
commission's least cost planning program
should affect both the planning and acquisition
portions of the resource procurement proGess;
accordingly the commission found that the
values would apply o the identification of
deferrable resources and o energy paymenis
made 1o winning bidders under the
commission's standard offer auction for
gualifying facilities.

p. 188.

7. ELECTRICTTY, § 4 — Generating plants —
Efficiency — l.east cost planning program —
Environmental guality — Fuel diversity.

[CAL.] Power plant emissions impose
costs on sociely including measurable impacts
on productivity at work, enjoyment of leisure,
and human life spans; such costs must be

accounted for in the least cost planning process.
p. 194,

8. ELECTRICITY, § 4 — Generating planis —
Efficiency — Least cost planning program -
Environmental quality — Fuel diversity.

[CAL.] Least cost pilanning principies
must assign a value to fuel diversity because
fossil fuels, while currently cheap and plentiful,
are not renewable and are subject 1o price
fluctuations as well as environmental problems;
a truly least cost eleciric resource procurement
strategy would hedge against the short- and
long-term tisks of reliance on fossi] fuels by
diversifying the generaton mix lo encourzge
the development of alternative and renewable
technologies.

p.1%4.

9, ELECTRICITY, § 4 -— Generating plants —
Efficiency — Least cost planning program —
Environmental quality — Fuel diversity.

[CAL.] Valuation of the environmental
costs of various resource options available (o an
electric utility was based on the system 1o be
served rather than the site of the power plant;

guch a methed is consistent with the traditional.

ratemaldng  system under which revenue
requirements and rate design are determined on
& systemwide basis rather than on the basis of
gither the location of either facilities or commu-

nities.

p. 196.

10. ELECTRICITY, § 4 — Generating plants
— Efficiency — Least cost planning program
— Environmental quality ~— Fuel diversity —
Set asides.

[CAL.] In initating a method o quantify
the value 1o electric utilities of fuel diversity, the
commission found that 2 system’ of quantitative
valnes applied to each resource option as part of

the planning and procurement process was pref- -

erable W a system of set asides for non-fossil
bidders.
p. 197.

11, ELECTRICITY, § 4 — Generating plants
— Efficiency — Least cost planning program
— Envirenmental quality — Fuel diversity —
Emissions offsets.

[CAL.) Air emissions offsets acquired by
power plant operators under state and federal
environmental statutes were included in a new
electric least cost planning program designed to
reflect nonprice factors such as environmental
guality and fuel diversity, in the resource pro-
CUrement process.

p. 198,

12. COGENERATION, § 24 —— Rates — Stan-
dard offers — Renewable and alternative fuels.
[CAL.] The existing standard offer
approved by the commission for the purchase of
power by electric uiilities from gualifying
cogeneration facilides was modified 1o core a
competitive Diss against capital intensive pIDj-
ects such as renewable or alternative fuel proj-
ects; the modifications included: (1) extending
the length of the standard offer contract from 15
years 10 a flexible term based on the life of the
individual project and (2) removal of the 1otal
exclusian of front-joaded pricing schedules.
p. 200.

13. COCENERATION, § 24 — Rales — Stan-

__dard offers — Capacity and energy bidding.

[CAL.] The commission revised its cogen-
eration standard offer rules to require all quali-
fying facilities (QFs) to bid capacity and energy
prices separately, thereby allowing both fossil
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and non-Tossil QFs equal oppertunity to provide
their full fuel diversity and efficiency benefits 10
ratepayers.

p- 202,

14, COGENERATION, § 24 — Rates —
Standard offers — Bidding process — Second
price auction _

[CAL.] While revising its standard offer
rules for power purchased by electric utilities
from qualifying facilities (QFs), the commission
rejecied a proposal by the utilities to allow pay-
ment of winning bid prices 1o each QF; the
commission found that the principles support-
ing its adoption of full avoided cost pricing for
QFs also applied 1o itschoice of aucton format
and that the current "second price aucton” bet-
ter served those principles.

p. 207.

15. ELECTRICITY, § 4 — Generating plants
— Efficiency — Least cost planning program
— Bavironmental quality — Fuel diversity -
Avoided cost benchmark — Usdlity built proj-
ects,

[CAL. While reviewing its pclicies gov-
emning electric wiility least cost planming and
resourca acquisition, the commission ruled that
it would not treat the zvoided cost benchmark
rate established for qualifying facility standard

offers as a binding cost estimate on the utiliny

should it decide to bufld what had been
identified as the deferrable resource for QF pric-

Ing purposes.
p. 213,

16. ELECTRICITY, § 4 — Generating plants
— Efficiency — Least cost planning program
— Environmental quality — Fuel diversity ~—
Rescurce plan. .

[CAL.] To guarantee the integrity of the
resource bidding process approved by the com-
mission for power purchased by electric wiilities
under standard offers from qualifying cogenera-
tion facilities, resource decisions made by the
utilities between Bienmizl Rescurce Plan
Updates rifust be corgistent “with the assump-
tions and policies used in formulating the
resouree plan; the commission rejected propos-
als 0 increase current constraints on purchases

between updales and proposals o establish
price tiresholds to provide assurance of reason-
ableness for such purchases.

p. 215,

17. COGENERATION, § 24 — Rates — Stn-
dard offers — Firm requirements — As-
available requirements. _

[CAL.] The commission rejeclted a pro-
posal 1o prevent gqualifying cogeneration facili-
ties who bid for as-available requirements
(Standard Offer- 1) from bidding for fim
requirements (Standard Offer 4} where it found
that foll participation in the firm requirements
second-price auction could result in a lower
price o all successfui bidders.

p. 218,

18. ELECTRICITY, § 4 — Generating planis
— Elfficiency — Least cbst planning program
— Environmental quality — Fuel diversity —
Demeoenstration projects.

[CAL.] The commission rejecied a pro-
posal 1o establish special rules under its electric
resouree  acquisition program for mon-utlity
research and development demonstration proj-
ects finding that many special contracts had
been approved in the past despite the existence
of a standard offer system for qualifying facility
producers and that the proposed changes might
allow demonstration projects o defer other
TESOUTCES.

p. 219,

19. ELECTRICTTY, § 4 — Generating plants
— Efficiency -— Least cost planning program
— Environmental quality — Fuel diversity.
[CAL.] While reviewing its policies gov-
eming electric utility least cost planming and
resource acquisition the commission found that
uncertzinty should be considered explicitly in
the planning process by quantifying Imown
risks and including strategic elements into the
resource plan Lo respond to these Tisks.
p. 220.

20. COGENERATION, § 24 —- Rales — Stan-. ...
dard offers — Long-run versus short-run pric-
ing.

[CAL.] While finding that the "Standard

1R
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Offer 4" for firm purchases of energy and
capacity by electric utilities from qualifying
cogeneration facilides (QFs) should be the
primary instument for QF involvement in the
resource procurement process, it refused to
eliminate the possibility that it might reinstate
the short-run “Standard Offer 2" for a lirnited
time during the development of a safisfactory
Jong-run offer.

p222.

i. MONOPCLY AND COMPETITION, § 54 —
Electric -— Cogeneration — Auction format.
[CAL.] Discussion by the commission
while Teviewing ils policies goveming electric
utility least cost planning and resource acquisi-
tion concerning the nature of competitive mar-
kets in peneral and how market principles
would apply in choosing an apprepriate anction
format for bids by qualifying facilities.
p. 207.

ii. ELECTRICITY, § 4 — Generating plants -
Efficiency — Least cost planning program —
Environmental guality —— Fuel diversity — All-
source bidding.

. [CAL.] Statement by the commission
while Teviewing its policies governing eleciric
utility least cost planning and rescurce acquisi-
tion that it intended 10 move toward all-source
bidding, bur that such a move depended upon
making significant progress in évalnating
nonprice factors and in allowing nondiscrimina-
tory access ¢ transmission services for mon-
utility power producers.

p. 214,

APPEARANCES: (See Attachment 5 in
Decision 90-03-060 for appearances.) Addi-
tional Appearances: Memon, Reed & Sheehy,
by Emilio E. Varanini IIl, for Texaco Syngas
Inc; David R. Stevenson, for Chevron U.S.A.

T Inc; William Meckling, for Recon Research

Corporation; and Danie! Kirshner, for Environ-
mental Defense Fund; interestad parties.

Before Eckert, president, and Wilk,
Ohanian, Fessler, and Shumway, commis-
sioners.

BY THE COMMISSION:

1. Summary of Decision

In today's decision, we order severat
changes to final Stendard Offer 4 and other
standard offers created in the consolidated
Applicaton (A.) 82-04-44 et al. Specifically, we
bepin the task of incorporating consideration of
non-price  factors, such as environmental
impacts, in determining appropriate levels of
Qualifying Facility (QF) development. Our goal
is 1o arrive at what has aptly been called "envi-
ronmental least cost” resource pl:an:n:h'lg.1

We also order certain adjustments io the
payment and bidding structure of final Standard
Offer 4. These adjustments are designed to
ensure fair competition between different gener-
ation technologies and t promele economic
disparch of utility resources by providing accu-
rate price signals regarding QFs’ running cosis.

1. Background

A.The Role of the Update

Today's decision Is the second major siep
in the eurrent Biennial Resource Plan Update
{BRPU or Updaie). In the BRPU, we revise
long-term forecasts and address generic issues
related to utility purchases of electricity from a
broad class of nonutility energy producers,
called "qualifying facilities" or "QFs." Qur reg-
nlation of these purchases relies on two con-
cepts: avoided costs (as o the purchase price)
and the standard offer (as to the confractual
relationship).

Aveided costs represent the costs a utility
would incur, if not for the presence of QFs, ©
generate power itself or purchase it elsewheze.
The standard offer is an open utility offer io
purchase electricity from a QF, on terms and

“conditions stated in the offer. The contract terms

of the offer are developed from guidelines
adopted by this Commission. Gver the past ten
years, we have tefined and implemented these
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concepts in a series of decisions. {See
Attachment 2.

The BRPU provides us with an industry-
wide forum for continuing our regulaiory over-
sight of iility/QF matters. A major purpose of
the BRPU is to update the prices for final Stan-
dard Offer 4, our resource plan-based standard
offer. This involves quamifying the megawalls
{MWs) that QFs can $ill on the basis of each
utility’s nead for new capacity. Each two-year
Update cycle commences upon issuance of the
Californiz Energy Commission’s (CEC) Elec-
wricity Report.

" The BRPU is also the forum for vpdating
certain companents of QF payments that affect
our short-run offers, Standard Offers 1, 2, and
33 In Decision (D.) 88-09-026 (29 CPUC 24
263 [1988]) and D.§9-02-017 (31 CPUC 2d 13
[1989]), we also directed parties to address
issues relating 1o Standard Offer 2 availability
in this Update. Finally, each BRPU provides a
forum for considering changes in melhodology
or coniract terms for all of our standard offers.

B. How Final Standard Offer 4 Works

Before discussing the issues resolved in
today’s decision, we summarize briefly the
structure created for final Standard Offer 4 in
D.86-07-004 (21 CPUC 24 340, 76 PUR4th 1
[1986]). Usnlike our short-run stendard offers,
final Standard Offer 4 derives from a utility’s
long-run marginal costs. These are determined
from the respective wility’s resource plan,
which incindes all cost-effective potential gen-
eration additions (e.p., new plant construction,
refurbishments, power purchases, ec) Pay-
ments to QFs under the long-run offer are based
on the fxed and varizble costs of those addi-
tions that serve as baseioad or intermediate-load
resources. Such additions are called "identified
deferrable resources” (IDRs).

Pricing under final Standard Cffer 4 varies
according to when the QF comes on-line. Dur-
ing Period 2, the QF avoids a specific ullity
resource addition, and the QF receives pay-
ments based on the fixed and variable cosis of
the avoided resource. If the QF comes on-line in
Period 1, i.e., before the date when the avoided

. resource would have begun delivery of electric-

-

ity, the QF meets near-term demand growd,
and therefore the QF teceives short-run rnar-
ginai cost-based payments until the start of
Period 2.

The Commission considers alternative sce-
narios for each utility in determining a MW
limit at each Update. Whenever the capacity of
QFs seeking contracts from a given utility
exceeds thal wility’s MW limit, the available
contracts are allocated through bidding. The
utilities are also authorized to pay QFs addi-
fional sums for providing performance features
(e.g., downward dispatchability at the ulity’s
direction) not otherwise required under the stan-
dard offers. Anachment 4 presents a more
detailed chronological overview of the final
Standard Offer 4 updating process.

C. Phasing of the Issues

BRPU is a phased proceeding in which
general methodological issues for the standard
offers are trealed separately from the resource
plan review to determine whether the udlities
have long-term resource needs that should be
put up for bidding by QFs. We began this
Updaie in response to the CEC's 1988 Electric-
ity Report. In Phase 1A, we adopted certain
planning assumptions for this Update and
resolved certain generic issues over what con-
slitules 2 "commilted” resource (nol subject to
deferral or avoidance by QFs) and how 10 test
resources for cost—effectiveness.»(D.90-03-060,
36 CPUC 2d 2 [1990].}

The cument phase (Phase 1B) was
intended 10 be the resource plan review. How-
ever, by Administrative Law Tudge’s (ALJ)
Reuling- of Tune 13, 1990, the schedule was
changed. The ALT noted that the 1988 Electric-
ity Reporl, which had been issued late, would
be superseded shortiy by the 199C Elecrricity
Report (ER-90). Assuming the CEC met its
deadline for fall issuance of ER-30, the base
case plarming assumptions from the earlier
report would be owidated before Phase 1B could
be completed.” Thus, the AL ruled that the util-

ities should make thelr resourcé”plan filings—

using data from ER-90. These filings will now
follow Phase 1B,
This change has enabled us to use Phase

P




PUBLIC UTILITIES REPORTS — 124 PUR4th

1B to consider refinements to the standard
offers that could be implemented in time for any
QF auction resulting from ER-90. Specifically,
we wanted to ensure that our QF procurement
process was well-suited to all of the different
electric generation technolegies and did not
have a built-in bias toward gas-fired resources.
Also, we wanted 1o enhance that process in
prder to value non-price factors, such as
environmental impacts and fuel diversity, in
planning and acquiring new resources. We also
entertained propesals for change to the bidding
protocol.

We indicated that any proposed change to
these aspects of final Standard Offer 4 could be
considered, subject to the following criteria:

1. The approach for establishing MW
for purposes of the QF anction must continue
to rely on the identification of deferrable
resources, pased on evaluating the cost-
effectivenass of a utility’s resource plan; and

2. The changes must be of a reasonable
scale and fully elaborated, such that they
could be reviewed, adopted, and imple-
mented by year-end.

We also asked for comment on the follow-
ing issues:

1. How should this Commission use the
ER-derived base case n its determination of
deferrable resources? Haw, if at all, should
the current procedure for considering uncer-
tainty and strategic preferences be modified?

2. Now that final Standard Offer 4 has
been completed, what is the role of Standard
Offer 2, which contains fluctuating energy
prices but fixed capacity prices? How and
when should Standard Offer 2 be reinstated?

3. What restrictions, if any, should be
placed on utilities' ability to commit to long-
term power purchases between Updates?

In the [ollowing sectons, we summarize the
“parties’ positions and discuss our conclusions
on these issues.® As usual jn such proceedings,
the record is voluminous.” We concentrale on
the chief points of contention, and do not ry Lo
sumrmarize every nuance in individual posi-

tiens. We apologize for this but believe that the
saving of space and the gain in clarity justify
using an overview.

1% Toward a Fully Competitive
- Market in Electric Generation

[1] The issue in Phase 1B is mot over
where to go but how 1o get there, All parties
support increased competition among potential
suppliers of electricity to California; they differ
on ways to achieve that result. :

We discuss below thres further sieps that
we must take to amrive at our goal of a fully
competitive miarkei in electric generation. All
three steps are necessary, but the sequence is
important. The first two must precede the third,
or we put all our progress 1o date in jeopardy.

A Easing the Transmission Bonleneck

[2] Now and through most of the 1980s,
the compstition 1o serve new demand in Cali-
fornia has largely been between California utifi-
ties and JFs. QF generation as a percentage of
power ptant capacity in Californiz has grown
during that peried from a negligible level 1o
about 129 of current dependable capacity. (See
ER-90, page 3-3.)

This growth in QF capacity does not mean
that workable competition exists in the Califor-
nia eleciric generation market. The growth has
occurred in part because utililes are now
legally required 1o interconmect with QFs and to
buy their output under terms and conditions
supervised by this Commission. Before the
1980’s, the utilities had not aggressively pur-
sued alternztive generation technologies or con-
tracts with small power producers.

Mueh of the ulilities’ market power in rela-
tion to QFs comes from wutilities’ control over
transmission. For the foreseeable future, the

transmission sector of the electric mdustry will -

remain a natural menopoly. This means that,
with utilities controlling the bordeneck facili-
ties, QFs have only such access to the whole-
sale market as the interconnecting utility is will-
ing to provide. Unless the QF can get the inter-
connecting utifity to transmit ("wheel") the QF's
output 1o other buyers, the interconnecting util-
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jty has a virtual monopsony over QFs in its
service area.

Wheeling is critical to achieving a fully
competitive market in electic generation. Fully
competiive markels have many buyers, many
seilers, with ready access 1o each other. To com-
pele [o serve a potential buyer, the QF must
have Teasonable assurance of the cost and other
terns under which it mey have its output
whealed 1o that buyer. The terms of wheeling
service must ensure both that the wheeling utl-
ity gets reasonable compensation and that it
carmot use its contral of bottleneck facilides 1
extract monopoly rents.

In a parallel proceeding (1.90-09-050), we
are considering both ransmission cost alloca-
tion issues for the utility buying nomutlity
power and possible erms and conditions for
ponutility power producers that require
transmission-only service from a vlity. We
expect significant progress in that investigation
during this ER/BRPU cycle.

B. Evaluating Resource Options

[3] Along with opening up the avenues of
competition {the ransmission network), we siill
have much wark 1o do on the bases of competi-
don in the electric industry. In other words,
what are the best eleciric resource options, con-
sidering all the features that make an opiion
more or less valuable? This question affects the
entire resource procurement process, including
both planning (defiming the IDR} and acquisi-
tion (building the IDR or finding superior alter-
natives).

The current azuction selects winners by
comparing the bidder’s offered price 1o what it
would cost the wiility o build and run the IDR.
The current auction does not consider what are
generally called "non-price factors.” These fac-
tors may be defined as things associated with
power plant operation that affect the vaiue
society of the electric power but that are not
usually accounted for in the capital and operat-
ing costs incurred by. the power, profucer or in
the price paid for the electricity. One example of
a nop-price factor is whether the bidder (com-
pared to the JDR) wil} lessen, increase, or have
no effect on our dependence on fossil fuels,

Another example is whether the bidder (com-
pared to the JDR) will improve, harm, or have
no effect on our environmental quality.

Fuel diversity and environmental quality
have long had 2 significant role in discussion of
electric resource strategies both here and at the
CEC, but until today's decision we have not
established a gquantitative basis for weighing
these non-price factors in determining the value
of particular yesource options. Without such
quantification, we limit the ways in which dif-
ferent options can compeie and increase the
Likelihood that some of the chosen optiens,
when all factors are considersd, g)rovida less
value than some that were rejected.

Most of our discussion deals with electric
supply options (Le., new generation) for meet-
ing future demand. It is also possible o siow
demand growth and strewch current supply
firough conservation, shifting load off-peak,
improving the energy efficiency of appliances
and buildings, and other kinds of demand-side
management (DSM). We need 1o improve the
way we account for the value of DSM to ensure
z fully competitive resource procurement pro-
cess. Current analysis may undervalue DSM in
some Tespects and does not handle supply
options and DSM in the same way.

First, like QFs, the value of DSM is better
appreciated when non-price factors are taken
into consideration. Quantitative analysis of
these factors should produce better-informed
judgments on the value of DSM in the electric
resource mix.

Second, we now use different methods to
analyze the cost-effectiveness of supply options
and DSM. For supply options, both the Califor-
nia Public Utdlides Comnmission (CPUC) and
the CEC use the iterative cost-effectiveness
method (ICEM); for DSM, both agencies use
the Standard Practice Manual for the Economic
Analysis of Demand-Side Management Pro-
grams. The differing methods for gquantitative
analysis thwart efforts to directly compare sup-
ply options with DSM. They also give rise @
_charges that the CPUC is trying 1w shield its QF
program from competition, or that the CEC'is
rying lo shield its DSM programs from compe-
tition.

We are commitied to head-to-head com-
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parison of DSM and supply opticns in the
planning process, and perhaps ultimately in the
bidding process as well. To get there, we need
to test the capabilities of our analytic tools.
SDG&E has completed a pilot program
using ICEM to integrate 13SM into its resource
plan. The SDG&E pilot has received peer
teview, and SDG&E indicates that it will use its
pilot, with modifications, in presenting its ER-
90 resource plan in the next phase of tha BRPU.
Meanwhile, PG&E and Edison will conduct
their own pilot programs using ICEM and
present their conclusions in workshops during
1991. These efforts sheuld illuminate what fac-
tors are involved in directly comparing DSM
and supply options, and the advantages and lim-
itations of ICEM in making that comparison.

C. Expanding Eligibility 1o Bid

[4] The final Standard Offer 4 avectdon is
now limited to QFs. The utilites can and do
sign power purchase agreements outside the
auction with QF and other sellers, but everyone
recognizes that arm'’s length competition in a
single arena open 1o all potential suppliers is
likely to result in the mest atiractive bids. The
name for this is all-source bidding, and we
agree in principle with the many parties that
support all-source bidding as a necessary com-
ponent of & fully competitive resource procure-
ment process. But there are two compelling rea-
sons why we are not yet ready for all-source
bidding.

First, we are sdll opening up the avenues
of competidon and establishing the bases of
competition, as we've just discussed. Those
tasks ate under way but far from finished, and
until those tasks are done, new QF projects are
fundamentally disadvantaged in the market-
place. They have no assured access 1o ufilities
acquiring resources, nor is their full resource
value likely to be recognized. Under these cir-
cumstances, opening the aucton to non-QF
entities irrespeciive of the market power such
_ entities may have will weaken competition, not
increase it.

Second, the QF category has not outlived
its usefulness. The Federal Energy Regulalory
Comumission (FERC) developed this category in

its regulations implementing PURPA. The cate-
gory zesponds to the aims that PURPA embo-
dies. QFs are not themselves public ntlities,
and the Tegulations limit the amount of equity
that a ntility may have in a given QF. QFs are
limited in size. They must use renewable or
alternative -fuel sources, or mest certain
sfficiency standards if they use fossi] fuels.

In short, QFs are the kind of entity that was
essentially frozen out of the pre-PURPA elec-
tricity market Utilities and other entities con-
wolled by utilities have always participated in
that marketr. The auction does not prevent them
from doing 50 now, but it does reserve a market
niche that QFs can bid to obtain. Until we have
taken the steps discussed earlier, such a niche is
necessary and appropriate.

Arguments that the QF industry has grown
or that it includes larpe corporations are beside
the point. The relevant question is whether the
underlying market structure has changed so that
furure QF projects can compete fairly. We find
that it has not, The successful addition of 1,000s
of MW of QF capacity in the past decade is
impressive, but it does mot justify abandoning
the QF program, any more than do the suides
already made in energy efficiency justfy
neglecting DSM.

IV. Evaluating Environmental
QOuality and Fuel Diversity

A Introduction

[5, 6] There was little consensus on this
topic, so we will go' through the parties’ posi-
tions in some detail. However, we begin by
describing the approach we are adopting in
today's decision. This approach follows directly
from policies consistently applied since our ear-
liest decisions (D.85-07-022 [18 CPUC 2d 333,
68 PUR4th 1 (1985)] and D.86-07-004 [Z1
CPUC 24 340, 76 PUR4th 1 (1986)]) on final
Standard Offer 4.

We achere to our policy of allowing com-
petition by all technologies, without setting

aside any given amount of capacity for non-

fossil technologies to further environmental or
fuel diversity goals. We recognize the impor-
tance of those poals, and in Section V below we
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make certain changes to the final Standard
Offer 4 bidding and payment struchure where
current provisions were inappropriate for non-
fossil technologies or directly favored oil/gas-
fired resources. In this section, we are
modifying our resource planning and acqui-
sifion process so that environmental and
fuel diversity values appropriately figure in that
process.

Specifically, ICEM will henceforth reflect
the "residua) emissions” (those remaining after
application of appropriale centrol technalogy)
agsociated with the operation of any resource
being tesied for cost-effectiveness. The (nega-
five) valae of such emissions will be determined
using the principle of "revealed preference,”
which means that the costs imposed by relevant
regulatory agencies, for example, in Tequiring
certain pollution abatement actions, will be ana-
lyzed to caleniate the implicit monetary value
assigned o avoid a given quantity of a given
pollutant.

These values will apply 1o the ident-
ficarion of deferrable resources and {as adders
or subtractors) to energy payments made [O
winning bidders. In other werds, residual emis-
sions will figure threughout the procurement
process, that is, in both the planning and the
acquisition of new resources. If any "offsets”
(purchased reductions of emissions from exist-
ing sources of pollutants) are associated with
the deferrable or bid rescurce, the impact of
such offsets will also be included.

For the time being, we will only consider
air quality values, but we firmly believe that
residual impacts on water and land use must not
be neglected. We expect prbgress in these areas,
particularly water use, in furure Updales and
Electicity Reports.

‘We have naot adopted a method for valuing
fuel diversity at this dme. Some non-fossil
IDRs, because they are generally “clean” tech-
nologies, are likely to appear simply through
inclusion m ICEM of residual emissions.
Should that not occur, we direct the utilities to
impute additonal value 1o non-fossil resources

until non-fossil IDRs eppear as the first addition --

during the next eight years in their resource
plans. This will effectively quantify the size of
any premium necessary 0 secure non-fossil

IDRs. We will decide in the next Update phase-
whether any such premium is reasonable. We
also encowrage further work in furure ER/BRPU
cycles 10 adapt portfolio theory and other wols
for quantitative evaluation of fuel diversity.

B. Background

ER-90 made major advancas over pior
California tesource planning efforts in its
approach to envirommental guality and fael
diversity. All parties agree that these faclors
shauld affect an electnic utility’s cheices in
meeling future demand or jts system, but there
is linle agreement on how the mility should lake
them into account.

Part of the difficulty is thar these factors’
impacts on utlity costs and society are not easy
to caloulate. The value of fuel diversity depends
on assessing the financial risks of relying too
much on a given fuel, and .on calculating how
best 1o insure against those nisks. As for envi-
ronmental quality, the procucers {including util-
jties) that create polluiien have generally not
had 1o bear all the costs of pollution but have
instead "extemnalized” a substantial part of those
costs 1o society as a2 whole. The ulilities logi-
cally should bear their fair share of such costs,
although the size of that share is debatable,

For purposes of this discussion, acquiring
“fuel diversity” for Californiz utilities means
increasing the proportion in thelr resource mix
of electricity generated by plants that do not
rely on oil, coal, or natural gas as their primary
fuel source. Some technologies bum small
amounts of natural gas, e.g., gas-assisied solar.
A power plant using such a technology would
stili be considered non-fossil if it uses narural
gas for no more than 25% of its total energy
input during a calendar yf:a:.g

"Environmental quality” includes air,
water, and land use considerations. Most pariies
would limit evaluation efforts during this
ER/BRPU cycle o air quality impacts.” The
reason for the limitation is tat the analysis of
air quality impacts has been spurred by recent

-state and. federal clean air legislation and

actions by local air management districts. Cali-
fornia utilities, along with other major sources
of air pollutants, are facing major clean-up costs

1RG
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pow or in the near future. Alr basins in
California must now achieve annual reductions
in total emissions of specified air pollutants, and
this will inevitably affect how each electric
utility plans and operates its system.

‘ The imminence of these air guality prob-
lems convinces us that the priority given to
evaluation of air quality impacts is appropriate.
However, all Californians lmow that the stale
has a waler crisis, Environmental review during

. the permit process for new power plants should
ensure that the plants have acceptable environ-
mental impacts, but only if water is included
along with other environmental considerations
m procuring new generation will a power plant
project thal preserves owr water Iresources be
able to use that fact lo competitive advantage.
We urge that power plant impact on water
resources be further examined in the next
ER/BRPU cycle.

C. Air Quality Overview

The following discussion serves chiefly to
introduce some terms and concepts that are
inevitable when relating air quslity to électric
generation,

Ambient air guality standards (AAQS)
apply 10 a rogue's gallery of hazardous sub-
stances. These "crieria pollutants” include cer-
tain sulfur/foxygen compounds (SOx), carbon
monoxide, lead, particulate matier in suspen-
sion (PM), a group collectively referred 1o as
reactive organic gases (ROG), and ozone,
which is a principle component of smog.
Nitrogen/oxygen compounds (NOx) are "pre-
cursors” (through chemical reactions in the
atmosphere) o crileria pollutants, and alsg con-
ribute to acid deposition, a non-criteria pollu-
tant.! Carbon dioxide is also considered a pol-
lutant because it is 2 "greenhouse” gas and so
contributes to possible global warming,

Concentrations of criteria pollutanis in
excess of AAQS are unhealthy, When the con-
centration of 2 given crilteria poilutant in an air
basin regularly violates- AAQS, the air basin is
designated 2 non-attainment area, PG&E,
S5DG&E, and Edison all serve major metropoli-
tan areas that are also non-attainment areas.

Califormia is moving aggressively to

address its air guality problems. Beginning in
1988, the California Clean Air Act reguires that
Jocal districts reduce emissions of mnon-
attainment pollutants or their precursors by 5%
per year {by air basin). Local districts are
required to develop new air quality attainment
plans to meet [AAGS] by December 1991,
These plans include more restrictive emissions
limitations for existing sources and new proce-
dures for permitting new sources.” ER-50, page
5-4 {footnote omitted). These requirements also
apply 1o districts that are themselves in attain-
ment but that contribute o attainment problemns
downwind.

Ajr management districts have the ability
1o tequire retrofits of power plants as part of
these plans. Also, air management districts may
require new sources to apply the best available

control technology (BACT). SCAQMD has.

taker both of these actions 1o deal with NOx
ernissions. Proposed Rule 6% of the San Diego
County Air Pollution Control District wouid
apply a more smingent NOx emission standard
than SCAQMD's and would cover virtually all
utility electrical murbines and boilers in the dis-
wict. ER-90 assumes that NOx retrofit require-
ments will be adopied in both San Diego and
Ventura Counties. -

New sources may also have [o acquire
“offsets" of any residual emissions after appli-
cation of BACT by arranging to reduce emis-
sions from an existing source. Specifically, reg-
ulations of the federal Environmental Protection
Apency require that all increases in emissions
resulting from a major new source must be mini-
gated by the permanent reduction of emissions
from existing sources. "Offset requirements are
administered by local air disiricts and are set on
a site-specific basis." (ER-90 at page 3-7.) Air
management districts in non-attainment arzas
may require such offsets in & ratio greater than
one-to-one. This is the case with the San Fran-
cisco Bay Area (1.1:1), Los Angeles (1.2:1),
and San Diego (1.2:1) air basins.

Many of the pollutants mentioned above

are produced when fossil fuels are burned. In-

particular, burning oil and gas will produce
NOx. The CEC notes that in its ICEM analysis,
NOx was the only pollutant whose value actu-
ally affected the timing of new resources, and
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NOx accounted for almost half the total value
attributed 1o residual emissions.

D. Positiar:k of Parties

Every party favors accounting of some sort
for environmental quality and fuel diversity m
the resource procurement process. No twa par-
ties agree on how I do this. Major issues
nclude the following:

» Should such accounting occur through
quantiative analysis (for example, ataching
monetary values o the impacts) and/for policy
judgments? If monetary vates are vsed, how
should they be derived?

» Where should such accoumnting be
done: in planming {selection of IDRs), in
acquisition of resources (designation of anc-
ton winners and selting final Standard Offer
4 prices}, or in both?

« If monetary values are assigned 10
envirormmental impacts, shonld the values be
the same regardless of the location of the
projects and DR being compared, or may the
values differentiate between projecis (and
JDRs) inside, and outside the acguiring
utility's service area?

+« Should there be a set-aside or separate
bidding arena or a premium for non-fossil
QFs, and if so, should there be a cap on the
amount by which payments w such QFs
might exceed payments 1o oil/ges-fired QFs?

+ Should the valuvation of IDRs and
bidders take account of offsets?

L.PG&E

PG&E proposes a set-aside for non-fossil
and renewable resources as an interim measure
10 dea] with the issues of global warming and
fuel diversity. However, envitonmental values
should not be incorporated into the need deter-
mination for Northern Celifornia.

PG&E's set-aside invelves two bidding

__arenas, one of which would be limited to non-

fossil resources. The other arena would be open
to all resources. Half of identified need (up to
400 MW, nameplate} would be aliccated to the
non-fossil arena. In each bidding arena, winners

would be determined on the basis of
benefiifcost (B/C) ratio. PG&E would allow the
set-aside bidders 1o have a lower B/C ratio than
oil/gas-fired bidders, provided the former have
B/C ratios of at least 1.0 or (il less than 1.0) at
least 80% of the Jowest winning ratio in the all-
technologies arena. PG&E believes that the
MW cap and reduced B/C threshold should
change over time as circumstances change,
such as new or more siringent emissions restric-
fiens,

PG&E believes that NOx adders for bid
selection would create a windfail for developers
at Tatepayer expense. An adders system is not
compatible with emnissions offsets, according o
PG&E. Values of offsets differ between North-
e Califomnia and Southern California, so the
value assigned for Northern Califomia should
not be the same as the SCAQMD value, The
amount of NOx emission reduction needed in
Northern: California is unknown, so SCAQMD
gozls don't apply 10 Northern California.

PG&E believes the marginal cost of reduc-
ing NOx emissions depends on the degree of
NOx emissions reductions needed. Assigning
value 10 NOx emissions in ICEM increases the
need for new generating resources in a simation
which is already biased toward gas-fired plants.
PG&E believes increasing this alleged bias is
contrary to Public Unlities Code § 701.1, which
requires the CPUC to leok at all practicable and
cost-effective conservation and improvements
in the efficiency of energy nge."1?

2.SDG&E

SDG&E opposes set-asides and proposes
instead a two-phase multi-atiribute bidding sys-
tem where NOx emissions and dispatchability
are valued in the first phase, followed by a
negotiation phase in which any and all other
factors (emissions other than NOx, other envi-
ronmental impacts, fuel diversity, operational
considerations besides dispatchability, project
viability, fexible start date, et al.) might be
weighed by the utility. The bidder would not
know in advance the values placed by the utility
on allribules in the mnegotiation. {This distin-
guishes the SDG&E auction fom the "transpar-
ent" auction, supported by all other parties, in
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which bidders know in advance how winners
will be determined.)

SDG&E recommends that residual emis-
sion values not be included in the planning
stage (ICEM analysis) ar present due to uncer-
tain ratepayer impacts. SDG&E recommends
valuing emissions only in resource acquisition.

SDG&E would incorporate environmental
faclors into the bidding system using conserva-
tive “starting point” valoes as in the Pace Uni-
versity Study, If the IDR requires emission con-
trols or offsets, those costs are included in the
IDR costs. Offsets should be valued at the cost
10 obtain those offsets, which in twrn is related
1o the cost of the technelegies applied 1o conirol
the various emissions.

SDG&E believes set-asides are urmeces-
sary Dbecause teasonable values exist for air
guality benefits, and the record does nol prove
that set-asides are a good proxy for fuel diver-
sity.

3. Edison

Edison opposes the set-aside approach.
Edison advocates a transparent anction and
direct quaniification of environmental attributes
and fuel diversity in the acguisition but nel in
the planning portion of the resource procure-
Tent process.

The quantification Edison supports would
use positive or negative adjustments to the pro-

jected costs of the IDR.M Specifically, Edison
would impute an extra 15% to the projected

energy costs of the IDR if it is oil/gas-fired (or a

substantially higher premium if the IDR is

coal-fired) and vse the adjusted costs In evaluat-

ing the benefiis of 2 non-fossil bidder. If the

IDR uses an existing site and the bid project

requires development of a new site, 15% would

" be deducted [rom the capital portion of the IDR.
According 1o Edison, using a set-aside is

an admission that nen-price attributes cannot be
quantified and thar renewables cannot compete
head-on with other technologies. Edison
believes the amount of MWs-ser-aside for
renewables is an arbitrary number. If a set-aside
is adopted, Edison believes the price cap should
not be set by a renewable tesource, and the size
of the set-aside should be determined after

examining ratepayer impacts.
4 TURN

TURN believes ICEM should not be
modified to incorporate values for residual air
emissions. TURN asserts the record contains no
information on the rate impacits of valuing resid-
ual emissions in ICEM. Public Utilities Code §
701.1 does not require inclusion of residual
emission values in ICEM, just consideration in
the Tesource procurement process. The value of
residual emissions remains disputed.

TURN believes the amount of renewables
that each utility acquires is a policy choice
which is best made explicitly through the use of
a ser-aside, TURN believes that an adders
approach is likely to increase ratepayer cost
without necessarily resulting in the acquisition

of rtenewable resources. TURN supports
PG&E's approach for linking a sei-aside with a
- price cap.
5.CEC

According to the CEC, environmental val-
ueg should be used in planning but not in the
acquisition portion of the resource procurement
process. The CEC supporls set-asides to secure
fuel diversity, not environmental benefits. The
CPUC should authorize the use of set-asides
where the CEC's need assessment indicates a
set-aside is zppropriate. The CEC’s set-aside
recommendations are based on a uility-by-
utility assessment of need. Precise valuation of
fuel diversity is impossible at this tire.

The CEC endorses the PG&E price cap
approach as accepteble for implementing ER-
00’s set-aside recommendations, although
PG&E concedes that the approach may not
result in the acquisition of any non-fossil
resources, let alone the proportion of non-fossil
resources specified in ER-90. The CEC sup-
poris PG&E's mulni-attribute approach but
opposes DRA's adders proposal. The CEC
asserts that adders do not accurately account for
the effects of offsets and conflict with [uel
diversity goals.

Also, the CPUC should adopt the CEC's
ER-90 values for residual emissions for Edison.
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No values for residual emissions should be
adopted for SDG&E and PG&E at this Gme.
Including values for residual emissions in
ICEM is a reasonable method to incorporate air
quality benefits and costs in resource planning,
ER-90 shows that incorporating air qualily
values in JCEM is workable and reduces total
emissions. The ER-90 approach js consisient
with Public Ulliies Code § 70L.1, which
encourages the CEC end CPUC to use consis-
tent values for environmental faciors.

6. SCAQMD

SCAQMD supports incorporation of envi-
ronmental  considerations  throughout the
resource procurement process. The appropriate
value for residual emissicns in Edison’s service
area is the marginal cost of contro] as revealed
by BACT for NOx, ROG, 5Ox, and PM.
SCAQMD alse supports valuation of carbon
dioxide ernissions.

The CPUC should value residual emis-
sions in ils resource procurement prOCESs
through use of adders. This method should
reflect the valuation of air guality characteristics
of a QF compared to the IDR on 4 regionally
specific basis, where the value of emission
reduction is tied to the cost of control for
specific pollutants. The CPUC should value
emissions in the payments to winning QFs; this
gllows a less polluting bidder o get a price
advantage which reflects its environmenial
benefits. SCAQMD recommends not including
the impacts of offsets in the calculation of add-
ETs.

The CPUC should establish a separate bid-
ding arena for non-fossil resources in addilion
o incorporating environmental considerations
into ICEM and QF payments. SCAQMD finds
PG&R's set-aside does not ensure the acquisi-
tion of renewable resources.

7.DRA

DRA proposes that all costs associated
with environmental impacts be included in both
the planming and acquisition stages of the
resource procurement process lor each ulility.
DRA’s adders propesal ellows incorporalion of

offsets. DRA proposes a 10% fuel diversity pre-
mium.

DRA recommends that monetary values
for residual emissions be factored into the
ICEM analysis used o determine the ieast cost
resource plan and the IDR{s). The monetary
values of particular emissions are established
and published before the auction. The valnes
for residual emissions are based on BACT.

An adder {or subtractor) is based on thenet
dilference in emission rates beiween the IDR
and the bidder's project, multiplied by the value
of residual emissions. The bidder takes the
adder (sublracior) it would receive into accoums
when determining its bid, but the adder (sub-
tractor) is applied to the contract enmergy price
only after the winner is selected.

DRA would iake offsets into consideration
when valuing a QF relative to the TDR. In a sit-
ation without offsets, the net difference in value
is teadily calculated from the difference in
emission raie between the IDR and the QF. If
the QF has a lower emission rate, it would
receive an energy adder. If the IDR has the
lower rate, a sublractor would be applied o the
QF's energy price. :

If offsels are required at a ratio greater than
one-to-one, then the IDR could potentally
canse a net reduction in system emissions. In
this case, the QF would receive a subtractor,
unless it purchased enough offsets 1o have the
same impact on syslem emissions.

8. CEERT

Under CEERT's proposal, residual emis-
sions are explicitly valued during ICEM analy-
sis, while fuel diversity is ensured through des-
ignation of a non-fossil IDR and a separate bid-
ding arena for non-fossil bidders. This elimi-
nates controversy over how to calculate adders
in the context of emission offsets. CEERT s
approach is interim; it supports development of
explicit values for environmaental benefits,

CEEET recommends that residual ernis-

_sions be valued explicitly for all fhree wilities,

and thal SCAQMD's BACT requirements be
the basis for valuing all residual emissions
wilhin the state. According o CEERT, Public
Udlides Code § 701.1 requires valuation of
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residual emissions in
planming,

CEERT recommends that half of ail
identfied nesd be allocaled through the non-
fossil bidding arena. Also, the envirommnental
and fuel diversity benefits of projects bidding in
the non-fossil arena should be measured against
the costs of a non-fossil IDR. Those costs
should be time-differentiated according to the
vatue of deliveries at different hours and sea-
sons

elecric  generation

CEERT does not oppose adders but urges
if they are adopted that they not include any off-
set effects. Resources offering environmental
benefits should receive payments based on the
value of avoiding residual emissions, and those
benefits should affec: the ranking of projects in
the resource acquisition process.

9. GRA/IEP

Half of all identfied need should be
reserved for non-fossil QFs. The wiilities should
submit a non-fossil IR cost estimate with their
Tesource plans. Failing that, the non-fossil IDR
could be proxiad by the costs of the last non-
fossil plant built or approved for construction
by the utility. ‘

The utilities should be ordered o cooper-
ate in the development of values for adders.
GRA/IEP’s proposal is amenable o the incor-
poration of adders. Detrimental air emissions
can be reflected in both adders and emissions
values in JCEM.

E. Envirommental Considerations (Starting
with Air Quality) and the Value of Fuel
Diversiry Should Affect Both Planning and
Acquisition of New Electric Resources

[7, 8] Electric resources formerly were val-
ued solely in terms of their energy output and
capacity (conmribution to system reliability).
Such rraditional valuation neglects some
aspects of the social infrastructure in which
electric resources play a vital part. The healih
and security of our citizens diclate that we now
include these aspects.

Ajr quality (and the lack of it} has measur-
gble impacts on our productivity at work, our

enjoyment of leisure, and the very length of our
life spans. The political will, expressed at the
state and national level, is clear. 'We must
address our air quality problems. While electric
generation is not the primary source of criteria
pollutants, it is a major contrbutor. Its emis-
sions impose costs on sociery that shouid be
accounted for. Least cost planning must become
environmental least cost planning. See Attach-
ment 5 (Public Utilities Code § 701.1}.

Least cost planning principles must also
assign a value o fuel diversity. Electric genera-
tion serving California continues 1 be fueled
prmarily by oil, namral gas, and coal. For
example, the Energy Commission found that in
1990, 60% of California's dependable capacity
was fossil-fired. (See ER-90 at page 3-1.) These
fuels are not renewable, sc in the long ron we
expect they will become significantly more
costly as proven and more accessible deposits
are exhansted. In the short run, oil has been
subject 1o extreme price spikes and supply dis-
ruptions. Namral gas, which can be substinuted
for oil in many cases, may be subject 1o similar
price tisks. The price and supply of coal appear
steady, but coal has high environmental costs at
every stage of the fuel cycle, from mining and
Transportation 1o combustion.”” The United
Stales has huge domestic coal deposits, but the
envirommental costs of coal, which are sl
being assessed, may mean that it is neither so
secure nor 5o cheap a fuel as was once thought.

A resource plan is a "least cost" plan if
(among other things} it results in reasomable
costs under the most likely futre case and does
not result in unduly high costs under alternative
cases wilh a sigmificant likelihood of occur-
rence, Fossil fuels are currently cheap and plen-
tiful, but there are short- and long-term risks in
assuming that they will continue to be so. A
truly least cost electric resource procurement
strategy would hedge against these risks by
diversifying our generation mix. Developing
resources that rely on alternative and renewable
fuels will (1) cushion. the impact of price shocks

in fossil fuel markets, (2) help to avoid such

shocks by lowering demarid and extending cur-
rent supplies of fossil fuels, and (3) improve the
efficiency and cost-competitiveness of non-
fossil lechnologies.
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Having addressed these threshold matiers,
we turm now to the questdons with which we
began our summary of parties’ positions in the
preceding secton.

1. Accounting for Environmental Qualiry
and Fuel Diversity Requires Both
Assigning Monetary Values and Mak-
ing Policy Judgments

- Non-price factors can have measurable
economic impacts. To determine just and rea-
sonable rates, this Commission must know how
resource procurement decisions will affect
rates. The policy nstrumnentis by which we are
fostering competition in eleciric generation —
namely, the standard offer and avoided cost —
are grounded In economics and are used
structure a contractual relationship. For all of
these reasons, assigning menetary values seems
the best way 1o begin analyzing how environ-
mentat quality and fuel diversity should figure
in the planning and acquisition of eleciric
TESOUrCEs.

We will review the resulis of that analysis
in the next BRPU phase, when PG&E, SDG&E,
and Edison file resource plans responding to
ER-90. Al that time, we will consider the rec-
omrnendations of the utilities and other pares
from a policy perspective. We agree with the
CEC that guantitative analysis is not (and may
never be) 50 finely developed that its Tesults can
be applied mechanically. In particular, we want
to wind up with final Standard Offer 4 solicita-
Hons that, despite some differences in formula-
ton from ER-90, substantially conform to the
ER-90 integrated assessment of need.

The differences we just zlluded o stem
from our preference for using a fuel diversity
premium instead of set-zsides in acquirmg

non-fossil generation. Such a premium enables

a better accounting for the benefiss and costs of
non-fossil generation than do set-asides.’

Although the ICEM analysis performed in ER-
90 did not find any non-fossil IDRs, our reat-
ment of residual emissions places higher values

"8n avoiding such emissions, and we will alsa

impute fue! diversity value to non-fossil QFs
where no non-fossil IDRs show up in the
respective wility resource plans.

This process (using a fuel diversity pre-
mium instead of set-asides) differs from ER-
90z, but the purpose is identical and the result
should be substantially the same, namely, filling
the generation porton of need with a well-
diversified portfolioc of fossil and non-fossil
resources. We propose 1o do that through a
strategy that recognizes the diversity valve of
non-fossil QFs even where the resource plan
using the ER-90 base case contains only fossil
TDRs.

We prefer 1o derive our values for residual
emissions from the air management disinicts’
calculations when they set abatement Tequire-
ments for the various poliutants. The disicts
are responsible for developing programs to
meet our air quality goals, and the disticts are
best simated to determine values for the costs
and benefits of those programs. Where a
utility’s service area ove;l'aps several air basins,
values for residual emissicns should come from
the most significant air management district for
that service area

Unfortunately, only SCAQMD among the
relevant districts has twken final action from
which we can derive values. SCAQMD's rec-
ommended values for residual emissions are set
forth in its BRPU festimony {Exhibit 230).
Those values shall be used by Edisen in per-
forming ICEM analysis and shall be applied in
calculating adders (subiractors) for auction win-
ners. The adder (subtracior) is an adjnstment to
the QF’s energy payment and is separaiely
compuied for each pollutant by comparing the
QF's and IDR’s emission rates.

We also direct the samme use of SCAQMD
values for SDG&E. The San Diego APCD has
proposed rules similar 10 SCAQMD’s or even
stricter.  Where vigorous regulatory action
seems imminent, the exiremely low “starting
point” values in the Pace University Smdy are
unrealisdc. Pending final action by the San
Diego APCD, the SCAQMD values are the best
available for San Diego. 8

The sitmaton for PG&E is different
because the relevant air management district
has net tiken siteps fromy “which values are
clearly deducible. ER-90, however, projects $13
per kilowatt (1987 dollars) as the cost 10 PG&E
of retrefitting its plants for NOx control. (/d.,

TN
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pages 5-7, 5-8.) PG&E's compliance repert in
the next Update phase should convert this cost
to a dollars per ton figure, and provide a2
supporting explanation of how PG&E calcu-
latzd the conversion. Altematively, PG&E may
value NOx emissions at 29% of the SCAQMD
value. This percenitage is determined by
comparing the CEC’s projections of NOx
retrofitting costs for PG&E (§13 per kilowatt)
with those for Edison ($45 per kilowait). Values
for most other residual emissions should come
from the Pace University Study. The latrer study
does not contain a value for ROG, so for that
pollutant PG&E should use the ER-90 m-state
value (53,300 per wn in 1987 dollars). All of
these values, like those for SDG&E and Edison,
shall be used by PG&E in performing ICEM
analysis and shall be applied in calculating
adders (subtractors) for auction winmers.

The values adopted today for residual
emissions on the PG&E and SDGE:E systems
are interim values. They should be revised in
subseguent Updates io reflect emerging abale-
ment requirements of the relevant air manage-
ment districts.!®

Carbon dioxide, 2 "greenhouse” gas, is not
a critefia pollutant, bur concern for potential
rlobal warming seems certain 1o result in legis-
lation to control greenhouse gas emissions.
Thus, an interirn value for carbon emissions
{including carbon dioxide) is also prudent. All
these usilities should apply the value adopled in
ER-90 ($26/ton in 1987 dollars) for carbon
emissions,” This value will be used in the same
ways ag the values for criteria pollutants,

2. Accounting for Environmental Quality
and Fuel Diversity Should Affect Both
Planning and Acquisition Portions of
the Resource Procurement Process

Once we have determined that clean gen-
eration and fuel diversity are valuable things for
a utlity systemn, then they must figure both in
planning and acquisition es surely as do Lhe

sysiem's nesds for energy.and capacityThis..

coordination 1§ necessary in order to know how
much 1o pay and how much of a good thing is
enough.

Whatever ome proposes to acguire, it

seems logical o budge: before shepping and 10
expect to pay for what one wants. Stated
bluntly, society cannot Teasonably expect o get
the clean air that society values without offering
to pay for it. In fact, offering to pay will stimu-
late the competition that should ultimately drive
down the cost of clean air.

3. The Same Value for Residual Emissions
Should Apply 10 All Resources Serving
a Particular Utility

[9] The environmental costs of electricity
generated from sources outside California or
outside the service area of the wility acquiring
that electricity should be calculated the same as
if the eleciricity were generaled within the
viility's service area.

QOur decision to base valuation on the sys-
tzem served, rather than the site of the power
plant, relies on long-standing principles of uti-
iry regulation. The ratepayers served by an
interconmected utility system all bear the costs
of that sysitem. Edison cusiomers in the Los
Angeles air basin already bear the costs and get
the benefits of Edison's participation in ou-of-
state coal and nuclear power plants, as do cus-
omers closer 1o those plants. When we estab-
lish revenue requirements and design rates, we
do so on the basis of wtal utility system, not on
the basis of location either of facilities or com-
munities.

The counter-arguments are that Californi-
ans should not have 1o pay for cleaning up
neighboring states and that the values essigned
to the abalement of residual emissions come
from air quality regulalors with jurisdiction over
the proposed power plant, not necessarily from
local air quality regulalors in the service area of
the acquiring utility. We are not persuaded.

First, reparding the source of air guality
values, these should reflect the utilities’ mar-
ginal costs of emission control. An appropriate
measure for such marginal costs is the cost of
abatemnent aclions required in those air basins

where the utlities face major costs of compli- _

ance with zir quality standards. This is precisely
the derivation of the values we have directed
the utilities 1o use.

Second, referring o the argument about
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cleaning up other states, that argument misses
the real geographical issue we are facing. Our
choice actually is between promoting dirty
generation out of stale and promoting clean
generation wherever it is located. As noted
carlier, the "value™ of residual emissions is
negative. Such valuation in effect increases the
price of any project with such emissions. If we
valne emissions for in-state projects but not for
out-of-state projects, we confer an enormous
compeliive adventage on the later for no
reason other than that they foul someone else's
air. But a policy of "exporting” polluton would
not work if other states were 10 adopt a similar
policy, and it would not work in any case
because pollutior, once emitted, does mot
respect state lines.

The mest impertant point, however, goes
back to our earlier statement regarding intercon-
nected uviility systems. If more clean generation
is added to such a system, the utility can reduce
its reliance on its dirtier plants. Edison, by buy-
ing power from a geothermal or solar QF (o
name two examples), can help clean up the air
in Los Angeles whether the QF is in or out of
state, on ar off system. Air quality adders (or
subtractors, as appropriatz) should therefore
apply uniformly to energy payments to anny final

. Standard Offer 4 QF, regardless of its location.

4. Non-fossil QFs Should Be Paid a Pre-
mium If Non-fossil IDRs Degend on
Imputed Fuel Diversity Value

[10] The CEC in ER-9C did not adopt a
method for quantifying the value of fuel diver-
sity, although the CEC continues 10 support
development of non-fossil and renewable
resources. This created a quandary for the CEC
when its ICEM analysis failed 1o idenify any
non-fossil deferrable resources even with the
inclusion of the social costs of air emissions.
The effect of such inclusion was rather 1o accel-
erate the need for new. gas-fired resources to
teplace aging gas-fired units now on the wility

it

__Systems.”

In order 1o capture the vaiue of fue] diver-
sity and to promote continued advances in non-
fossil and renewable generation technologies,
the CEC determined that 2 portion of needed

MW for SDG&E-and Edison should be set
aside for potential deferral by non-fossil
bidders. The CEC also determined that PG&E’s
system is already diverse and accordingly did
not recomnmend any set-aside in the PG&E auc-
tion.

We agree with the policy basis of the
CEC's set-aside recommendation, We, will
implement that policy in a different way, how-
ever, Our implementation will enable us 1o
check the potential rasepayer impact of the envi-
roaumental least cost resource plan (possibly
including a fuel diversity premium) against the
ratepayer tmpact of traditional least cost plan-
ning that looks only at the capital and running

“costs of candidate IDRs.

The problem with set-asides is that they
mask he cost of the policy they are supposed o
serve. Without quantifying. the value of fuel
diversity, we cannot tell whether a 50% set-
aside is too much or too little. PG&E’s price
cap is lintle, if any, improvement, since the cap
is meaningless if we can acquire nen-fossil
resources more cheaply and counter-productive
if the value of such resources is greater than the
cap.22 We can confidently predict, however, that
a set-aside will increase the cost 1o ratepayers of
acquiring such resources by creating a separaie
bidding arena for non-fossil resources.

The approach we adopt in wnday’s decision

tells us exactly how much value we need w get
from non-fossil IDRs, in the form of reduced air
emissions and {if necessary) fuel price volatility
“insurance,” in order w prefer them to other
candidate IDRs. The approach alsc ensures that
the auvetion yields maximom  benefis 1o
ratepayers by allowing all technologies o par-
ficipate. : ’
Under our approach, each utility will per-
form ICEM analysis using values for residual
emissions as specified in Section IV.E.] zhove.
In our interim approach, if a non-fossil IDR
appears m the "deferrel windew™ (through
199%), a fuel diversity premium will not be cal-
culated.” If a non-fossil IDR does not appear,
the utility will calculate a value for fue] diver-
sity sufficient to have a non-fossil candidate
resource sppear as the earliest IDR in the defer-
ral window,

To calculate the fuel diversity premium,
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the utility will perform an additional ICEM run,
replacing the first fossil IDR (as identified in the
wility’s fully built-out base case respurce plan)
with the most cosi-effective
candidate resource. No other changes would be
made to the base case resource plan.

The increase in total system operaling and
capital costs resulting from the teplacement of
the fossil IDR with the non-fossil candidate will
then be derived in net present valve lerms, and
will represent the cost which ratepayers would
incur 1o acquire a non-fossil resource. This cost
will be divided by the capacity of the non-fossil
candidate, and then annnalized using the same
discount and inflation rates otherwise used to
convert one-time capilal costs into cost sir2ams.

The ammualized fuel diversity premium,
expressed in dollars per kilowatt, will be
appiied as an additional capacity payment
(based on effeclive capacity) 10 non-fossil and
renewable QFs, and will be published before
the auction. These QFs can then factor in this
premium in formulating their bids. A QF that
does not provide "fuel diversity” as defined in
Section IV.E above would not be eligible to
receive the premiom.

Non-fossil QFs will have a substantial,
value-based advantage in any auction using @
fuel diversity premium. All other QFs face
major cosis due to offsets and will not receive
the fuel diversity premium. Thus, we expect
that non-fossii QFs can fill a substantial portion
of the need offered through an auction using a
fue] diversity premium.

We are not at this point absolusely commit-
ted to using the premium derived by this
approach in the coming auction. The final deci-
sicn en this point will be made in the next phase
of the BRRPU. At that time, we will carefully
examine the poteniial ratepayer impacts
together with telavant uncertainties, strategic
preferences, and policies both of this Commis-
sion and the CEC. In particular, we want o

explore the benefits of non-fosstl resources

under a high fossi] fuel cost scenario using our

adopted values for residual emissions, ¥ince this

is the contingency that a diversity sirategy is
intended to address.

We have two further observations regard-
ing fuel diversity value. First, our approach

non-fossil -

today is strictly interim. Investment theory has
reached a point where the value of diver-
sificarion ought 1o be calculable, and it ought 10
be incorporated into any kind of least cost
resource planning, whether from the traditional
or social perspective. We lock 10 the CEC for
continued work on fuel diversity value in the
next ER/BRPU cycle.

Second, we agree with the CEC that only a
modest fuel diversity premium should be ade-
quate for our purpeses. (See ER-90 at page 4-9;
of. pages 6-12, 6-13.) We nole that some non-
fossil QFs are successfully proceeding with
Standard Offer 2 coniracts. Although the capac-
ity and energy payments under final Standard
Offer 4 should be lower than under Standard
Offer 2, the environmental adders payable to
QFs with low 2ir emissions would probably
make final Standard Offer 4 the more attractive
contract for such QFs, and we expect that non-
fossil QFs could therefore compete successfully
in bidding o defer any type of IDR. For the
same reason, we are surposed that the CEC’s
recognition of air emission vaives did not pro-
duce non-fossi! IDRs by 1999 in its ICEM anal-
ysis. :
Conceivably, the cepilal costs used for
such IDRs were too igh. QFs may be reluctant,
for compelitive reasons, 1o reveal detailed cost
data. The utilities, on the other hand, have mini-
mal experience with building non-fossil genera-
fion**

The capital cost of non-fossil and renew-
able lechnologies is often proprietary mforma-
tion but public scurces may exist, including
pubiished bids submitted for generation
resgurce solicitations conducted here and in
other siates. We invite all parties to criticallty
review utility resource plans filed for the next
phase, with special attention o the capital cost
data for non-fossil IDRs.

5. Impact of Offsets Should Be Reflecied
in the Resource Procurement Process

—— [11] Builders of many types ol power

plants in many sites for those piants will have to
acquire air emissions offsets. This facl, like
residual  emissions themselves, must be
refiected in both resource planning and acquisi-
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ton.

Some parties would disregard offsets, at
least for purposes of resource acquisition. These
parties fear potential results that seem to them

erse. For example, a gas-fired cogenerator
that had 1o acquire offsets in & ratio of 1.2 10 1
might thereby qualify for an air guality adder
when competing against a non-fossil IDR with
zero emissions of criteriz pollutants. That the
acquisition process 'reads” the cogeneralor as
cleaner than a geothermal IDR strikes some par-
{ies a5 oulrageous.

We disagree. A cogenerator thal cleans up
120% of its emissions is cleaner, from a social
perspective, than a geothermal plant with zero
amissions. The desirability of 1aking 2 social
perspective on environmental quality is pre-
cisely the reason for considering residuat emis-
sions in the resource procuremert process. We
dor't knmow whether a cogenerator could bear
these offset costs and stili bid successfully
against non-fossil QFs 1o defer the geothermal
plant; but if the cogenerator is successful, soci-
ety will have cleaner air at & competifive
price.

On the other hand, the coffset markets are
new, and until all parties have more experience,
it seems prodent e limit the extent 1o which
they influence our procurement process. We
will only consider those offsets acquired by z
QF (1) 1o comply with requirements of the air
management district with jurisdiction over the

QF's powerplant, or {2) to avoid a subtractor

relative to the IDR. Any offset for the latter pur-
poses would have to be located within the dis-
rict and subject to the jurisdiciion of the air
quality regulator that would have set the envi-
tonmental requirements for the IDR.

We understand that air management dis-
tricts may be considering refinements or alter-
natives Io their offset rules. As with the vahie of
tesidual emissions, we intend to work closely
with the districts and i ensure that the develop-
ment of new generaticn will meet our goals of
clean air and workable competition,

6. Further Thoughts on Clean Air and
Energy Policy Tradeoffs

Today's decision is a compromise that rea-

sonably reflects the wadeoffs society must make
m everyday economic choices. At one exmeme,
environmentalists who oppose all resources hat
increase met emissions will not be satisfied. Cux
procurement process considers Clean air along
with other benefits, and a bidder’s other benefits
may outweigh its residual emissions in sorne
circumstances where compating bidders have
lower emissions. We want clean air, but we are
limiting the price we are willing to pay for i,

Al the olher extreme, some comumenters
have argued that the decision over-values clean
air by applying the same emissions values fo
&ach resource serving a particular utility, even if
the resource is Jocaled in am area that -meets
clean air standards. By irnplication, clean air in
such a location is less valuable (or increments
of pollution zre Jess costly) than in non-
attainment areas such as the Los Angeles basin.
The result according 1o these cominenters is
that the utilities may buy less electricity than
would be desirable, from an econermnic stand-
point, from resources outside the key non-
atainment air basins (the Los Angeles, San
Diego, and San Francisco Bay areas) that con-
cern us here.

There are at least two major problems with
this argument. First, the externalities we are
dealing with are those occurring at the point of
consumption, not at the point of production.
This is the basis of our adopted valuation
method.

Second, even assuming that regional eco-
nomic transactions balancing energy and air
quality might be desirable, much work needs 1o
be done before a marke: for such rransactions
could work properly. There is always 2 cost
imposed-by an increment of air pollution,
though that cost may not be identical in all juris-
dictions.*® However, the vast majority of the
relevant jurisdictions in the West have not yet
followed SCAQMD in establishing values for
the various air pollutants.

Even when all the jurisdictions have spo-
ken, our adopt=d valuation method may sill be
appropriate as representing the_utilities’ mar-
ginal costs of control. Nevertheless, clean air
policy is evolving rapidly, and we will revisit
the subject of emissions valvation when the
regional air quality situaton becomes more
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definite. It wiil also be time for 2 fundamental
change when we arrive at a truly competitive
market in  electricity, when Tegulaiory
determination and enforcement of avoided cost
is no longer necessary. However, we will
continue 1o refine our values for residual
emissions as actions of the California air guality
regulators enable us o guantify more precisely
the avoided environmental costs for our
regulated electric uilities.

Also, we note that early this year, in
Docket No. 89-752 of the Nevada Public' Ser-
vice Commission, that Commission adopted
values for residual air emissions. This provides
an opportunity for the respondents 1o perform
an allermative resource plan scenario that should
illuminate the impact of residual emissions val-
vation on the choice and costs of polential
IDRs. In the allemnative seenario, the valvation
would depend on whether or not the residual
emissions associated with the candidale new
plant or power purchase would occur in an area
that meets AAQS. If the area is a nonattainment
area, then the utility would apply the emissions
values that we adopt in today's decision. If the
area is am atiainment area, then the ntility would
appty the Nevada Commission’s valdes.
{(Essentially, these values would be representa-
tive of pollution costs in a jurisdiction with gen-
erally good air guality.) We direct the respon-
dents to nclude such an allernative scenario in
their compliance filings following 1oday’s deci-
sion.

We emphasize that our adopted approach
will not discourage energy imporls per se rela-
tive to the status quo. Beth our adopted
approach and the stams quo value residual
emissions uniformly, but the stams quo assigns
no cost 1o them at all, with the result that dirtier
forms of generation, regardless of their localion,
appear more cost-effective than they really are.
Today's decision will result in an environmental
least cost plan that takes advantage of clean
resources wherever they are located,

However, bidders and IDRs in attainment
areas will continue Lo have z significant cost
advantage compared to compeling projects in,
e.g., Los Angeles or San Diego, because Lhe lat-
1er will have o internalize high costs of compli-
ance with Jocal air quality regulations, such as

offset requirements greater than 1:1. Thus, we
anticipate that oday's decision will have little
affect on the significant Tole that imported elec-
tricity plays in California’s energy strategy.

7. Emissions Monitoring

Qur adders system Tequires means 10
ensure that the QF's acrual emissions are con-
gistent with its claimed emissions. Several {ac-
tors (e.g., the QF's size and technology, and the
requirements of the air quality regulator in

whose jurisdiction the QF is located) may affect '

the type of monitoring that is appropriate.

We do not have a record that allows us to
resolve these issues at this time. We invite par-
ties o address them in the next phase of the
Update. We especially solicit input from air
quality tegulators on the type(s) of ernissions
monitoring that would be required for power
plants subject 1o their jurisdiction.

V. Competition Between Fossil
and Non-fossil QF s

[12] Final Standard Offer 4 now has no
front-loading whatseever in its pricing provi-
sions and a basic contract term (defined as
"Period-2"} of 15 years.?‘? Also, the structure of
fixed and variable payments under final Stan-
dard Offer 4 differs according o whether or not
the QF is oil/gas-fired. Most of the parties have
testified that these provisions place capital-
intensive QFs (which are generally those that
use alternative or Tenewahle fuels) at 2 competi-
tive disadvantage relative 1o oil/gas-fired QFs.
They recommend greater flexibility, which they
believe can be achieved without sacrificing
avoided cost principles. We agree and are
adopting certain changes, as described below.

A. Length of Final Standard Offer 4 Contracts

When we decided o set the length of
Period 2, we heard a large number of proposed
—approaches.- Some parties calied for maximum
terms for final Standard Offer 4 contracts, some
for mindmum and maximum terms. Some par-
fies wanted a term staied in years (proposals
ranged from 10 to 30), or as the projected useful
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life of the DR, or some variation on these
approaches. We chose not 10 have a minimum
or maximum term but instesd set Period 2 at 15
years for all final Standard Offer 4 coniracts.
We chose 15 years in order 1o lessen ratepayer
gxposure to planning error. (See D.86-07-004,
21 CPUC 2d 340, 375, 76 PUR4th 1 [1986].)
Some Farther discussion of our assumptions and
information at the time of our prior decision will
help explain why we are now changing that
decision.

In 1978, Congress enacted five related
bills, including PURPA, that broadly addressed
the nation's energy preblems. From that nme
fhrough the Jate 1980s, most ohservers believed
that major new uility generation facilities wers
likely to be coal-fired. The abundance of
domestic coal deposits made that fuel a linchpim
of national energy policy around the ime of the
second oil embarge. This Commission and the
CEC were reviewing huge coal plants proposed
by California udlities; most of these projeéts
were eventually abandened, but many coal
plants were built in the Northwest and the
Inland Southwest, in some cases with equity
participarion by California municipal or
investor-owned utilities.

Coal plants have low fuel cosis but high
capital requirements. The QF program was
instituted, in part, to relieve raiepayers of the
risks involved in such capital-intensive uvtlity
construction projects. When such a project is
avoided by QFs, the QF developers assume all
the risks of constuction cost overruns and
delays. Furthermore, a long-run standard offer
based on a coal plant would solve most finane-
ing problems for QFs because fixed costs of the
avoided coal plant would malke up most of the
QFs' payment siream.

That sounded good, bul we saw the 15-
year contract terr ag an additional way to cut
ratepayer tisks, Forecasts can be high or low,
utility systemns change over time, so why not
offer QFs a substantial perind of price cerlainty
but not necessarily the whole lifz of the IDR? If
the QF wanted to continue on a long-run con-

tract after Period 2, it €ould §till do so, provided

that it was a successful bidder in en auction 10
avoid a plant scheduled to come on-line at the
end of its 13-year term, In this way, we hoped to

ensure that the utlities” long-run QF contracts
conformed as closely as possible to current per-
ceplions of their long-run needs. Moreaver, the
ratepayer would actually be better off than if the
utility had built the IDR, which would have to
be paid for fully even though the utility’s nezds
had changed from those we had anlicipated in
approving the IDR.

The problem with the above reasoming is
that some QFs are also capital-intensive and
require longer terms than 15 years. Geothermal,
solar, and other (Fs using allernative or renew-
able fuels are some of the most desirable QFs
from the standpoint of environmental quality
and fuel diversity, but in general their ratio of
fixed-to-variable costs is more like that of a coal
plant than that of an oil/gas-fired cogenerator.
An infiexible 15-year term weats this difference
as immaterial.

The materiality of this differsnce, however,

has become clear in light of the findings of ER-
90. The CEC did considerable ICEM analysis
and found that the likely IDRs for PG&E,
SDG&E, and Edison are not coal-fired,but gas-
fired (new combined cycle plants or repowering
of existing gas units). Gas-fired plants are likely
1o be far less capital-intensive than ceal plants.
This compounds the impact of & relatively short
contract lerm on capital-intensive QFs. The
contract term provides less certainty than they
would like and, depending on the IDR, the fixed
costs paid out over that term may be much
lower than we znticipated in approving the 15-
year [eri.
- We have concluded that the prescribed 15
year term is not likely to be a good deal for
ratepayers. Risk reduction is one of the impor-
tant goals of the QF program, but part of the
sk redvction comes from the diversity that
QFs bring to our resource mix. Diversity is
jeopardized by 2 limitation on contract length
that puts non-fossil and renewable QFs at a
disadvantage.

Instead, the term of Period 2 should be up
1o the full projectad life of the IDR.? This tezm
will be available to al] QFs, irrespective of their

technology. This approach will help to level-the-

playing field for all QFs and will expose
ralepayers to risks no greater (and probably
less) than what they would face if the utility

an
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were to build the TDR. There will also be a
minimum ferm of 15 years (where the projected
Yife of the IDR is at least that long) or the
projected life of the IDR if it is less than 15
years.

We stress that we are not precluding
short-lived IDRs, even ones lasting less than 15
years. The utiliy may be considering 10-15
year plant life extensions that involve energy-
related capital coste or power purchases of such
length with a high level of fixed costs. There
may be QFs interesied in deferring IDRs with
such shorter lives, and we want to explore this,
at least wril experience demenstrates a Jow-end
threshold for Period 2.

R. Levelization of Shortage Costs

Final Standard Offer 4 uses a payoul
method called “ramping.” The method apples
1o the fixed costs of an IDR and ensures that in
Period 2 the QF gets paid exacﬂ;( those annual-
ized fixed costs net of inflation.”

Capital-intensive QFs prefer that contracts
permit some degree of "front-loading,” meaning
that the value of payments under the contract
declines over time. The concern, as with con-
rract length, is financing. QFs face higher debt
service in the early years of their operations and
would like a corresponding revenue strearl.

In the past, we have allowed some [ront-

loading in QF payments. The most common

form is levelization of so-called shoriage
costs.”® A levelized payment is constant in
nominal dollars and thus is declining in “real”
dollars (that is, net of inflation). Both Standard
Offer 2 and interim Standard Offer 4 have level-
ized shortage costs, together with security pro-
visions that ensure the QF retums overpay-
ments if it ceases operation before the end of
the contract.

We have concluded that levelized shortage
costs together with appropriaie security provi-
sions are reasonable for final Standard Offer 4.
We wili allow a final Standard Offer 4 QF to

“==ghoose either & ramped payment siream Cr &
partially levelized payment stream.

There are three reasons for making this
change. First, as the QFs correctly note, leveli-
zation represents far less front-loading than we

allow utilities in their recovery of capital invest-
ments. Second, as we discussed in the forego-
ing section, the CEC's latest findings on poten-
tial IDRs supgest that the difficulry in financing
capital-intensive QFs will e greater than we
anticipated when we chose to totally exclude
front-loading from final Standard Offer 4. Third,
levelization will increase the QF's cash flow
without impropesly shifting tisk to ralepayers,
who will be able to recover any excess pay-
ments should the QF fail.

Levelization will be available 1o ail QFs,
irrespective of their technology. This is consis-
tent with other changes in today's decision
designed to achieve as far as possible uniform
treatment of all QFs.

We do not permit levelization of any costs
other than shortage cosis, ner do we permt lev-
elization without appropriate security. Such
front-loading would impose unacceptable risks
on ratepayers, and QFs have not demonstrated
that their financing requires levelization of any-
thing besides shortage costs. (Indeed, our expe-
fience with Standard Offer 2 indicales other-
wise.} Moreover, in Section V.C below, we
make certain changes in our avction format that
will effectively tailor the payment stream for
each winning bidder to correspond 10 its own
cost swueture. This should substantially mit-
gate the financing problems of capital-intensive

QFs.
C. Energy Bidding and OF Payment Structure

[13} In D.86-07-004 (21 CPUC 2d 340, 76
PUR4th 1 [1986]), we recognized that rate-
payers and QFs would both be at high isk if the
payment structure for capacity and energy in
QF contracts was wholly insensitive o the QFs'
fixed and variable cost structure. This concern
led us o adopt the incremental energy rate
(IER) p3:eiymem option for oil/gas-fired cogen-
erators.

In Phase 1B, many parties, including the
CEC, PG&E, Edison, and DRA, have recom-
mended that we drop this optien in favor of a
new approach io payment structure. They argue
that the IER option places solar, geothermal,
and other capital-intensive QFs al a compelitive
disadvantage relative to oil/gas-fired cogenera-

1ors becanse there is no similar mechanism to
link the capital-intensive QF's cost swream with
jts payment structure. Also, DRA arpues that
the TER option exposes Tatepayers io more fuel
price Tisk than is necessary 1o reflect
unexpected changes 10 a cogenerator's energy
CcOSIS.

Instead, these pardes, along with CEERT,
propose that all QFs bid capacity and energy
prices scparately. We agree that such bidding
will allow fossil and mon-fossil QFs equal
opportunity 1o provide their full fuel diversity
and efficiency benefits 1o ratepayers.

1. Background

a. Power Plant Cost Structure and
Payments to QFs

All power plants have costs thal are
characterized as either fixed or variable. Fixed
costs mostly reflect the capital invested in build-
ing the plant; variable costs reflect expenditures
to run the plant, chiefly fuel. Our decisions use
the terms "variable costs” and "energy costs”
interchangeably.

Different power plants have different cost
streams. Some have high fixed and low variable
costs, while others have low fixed and high
variable costs. The latter category includes
plants that chiefly rely on oil or gas; all other
plants fall into the former category.

The issue here is not the total amount to be
paid QFs under final Standard Offer 4 but rather
how that amount is to be split up for purpeses of
QF payments. Specifically, should QF pay-
ments for capacity and energy maich the IDR’s
mix of fixed and variable costs, or should the
IDR costs be redistributed 1o maich the QF's
own mix? The answer to that question now
depends on the 3F's fuel type.

b, Origin of the IER Option

The IER option was conceived at a ime
wherl, as discussed earlier in_this decision, the
California utilities were proposing to build
large, ceniral station coal plants. Coal plants
have low, stable fuel costs but high capiial
costs, We expected that capital-intensive QFs

could compete with a coal plant since their pat-
tern of fixed and variable costs would maich

' that of the expecied coal-fired IDRs.

We believed, however, that cogenerators
would not be able o compete o defer these
resources if their energy payments were derived
from the low energy costs of such IDRs If
cogenerators did try 1o compele on such a basis,
we feared that ratepayers would be exposed 1o
grave default visks. The IER option responded
to this problem.

The IER option was designed lo convert
payments based on IDRs with high fixed mmd’
low variable costs 1o a payment structure suit-
able for cogenerator QFs, who have low fixed
and high variable costs.”®> We intended the IER
option to Teflect the cogenerator’s proportion of
energy costs In its payment structure bul not 1o
increase projected 1otal payments (capacity plus
energy) over the life of the contract.

The IER option relieves cogenerators from
the need to emulate the IDR's cost structure.
But for capital-intensive QFs, payments under
final Standard Offer 4 are now designed to emu-
late the IDR's cost structure,

2. The IER Option Is Nor a Complete
Solution 10 the Payment Structure
Problem and Creates Unequal
Competition

When we adopied the IER option, we
stressed our intention to monitor its impact on
the utility systemn. We indicated that we would
reconsider its merits in future Updates. Our
chief concern was that the IER option might
perpetuate  California’s over-depsndence on
oil/gas-fired pgeneration, thus exposing rate-
payers 1o excessive [uel price volatility risk.

In Phase 1B, nearly all parties: agree that
the IER option does not go far enough to
address the problems which arise when a QF's
payments are insensitive to iis fixed and vari-
able cost pattern. They identify two deficiencies
in the current payment struciure that deprive
ratepayers of the full fuel diversity and ef-
ficiency benefits offered by QFs. First, the cur-
rent auction proiocol and payment structure has
no provisions o relieve capital-intensive QFs of
the need to emulate the IDR’s cost structure.
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Second, payments to cogenerators under the
IER opticn may wansfer toe much risk 1o
TAlepayers.

a. Financial Emulation

The current auction requires all QFs to bid
a capacity price expressed as a perceniage of
the capital costs of the IDR. For nen-fossil QFs,
all other costs are recovered through variable
paymenis equal to the variable costs of the IDR.
This puts capital-intensive QFs at a disadvan-
tage, relative to oil/gas-fired QFs, when bidding
on an IDR, such as a combined cycle, with a
low fixed and high variable cost structure.

The disadvanliage occurs Dbecause - a
capital-intensive QF would have w recover a
portion of its fixed costs through IDR-based
variable payments, Its cost coverage is uncer-
tain, so its financing costs will be high. Capital-
intensive QFs must finance 2 large proportion
of total costs, 50 these extra cosls may have a
significant effect on their ability to compete in
the auction. If an otherwise competilive non-
fossil QF is precluded from winning the bid,
ratepayers will lose significant fuel diversity
and environmental benefits.

Current circomstances diclate thai we
address the financial emulation problem.
Despite some progress, California utlities re-
main highly dependent on oil/pas-fired
resources. In ER-90, the CEC found that in
1990, one-half of Califonia’s dependable
capacity was gas-fired. Further, the CEC's
ICEM analysis found that likely IDRs for all the
investor-owned utilities are gas-fired combined
cycles or repowered existing gas units. We are
thus in a situation where we need fuel diversity
but are unlikely, without modifying final Stan-
dard Offer 4, 1o acquire.the QFs that could help
diversify our fuel mix.

b. Ratepayer Risk

DRA believes that the IER option exposes
ratepayers 1o urmmecessary Fuel price tisk
because it links the IDR's energy costs and
some of the cogenerator’s capacity payments 10
oil and gas prices. According to DRA, the
IDR's energy and capitel costs have only lim-

ited relation to the fuel price risks associated
with the cogenerator’s energy costs.

To mitigate the contract defanlt risk which
arjses from the financial emulation problem,
DRA would link only the cogenerator's energy
costs 1o fuctuating oil and gas prices. DRA
would allow cogenerators to bid on IDRs that
are mot oil/gas-fired, but in that case DRA
would impute an added 10% to the cogen-
erator’s energy price bid. DRA believes that this
imputation is necessary 1 ensure that
ratepayers are pelting a good deal whenever a
cogenerator defers a non-fossil IDR.

We share DRA's concern about ratepayer
fsk under the IER option. We do not adopt
DRA’s proposed imputation becaise ratepayers
are adequately shielded by our payment struc-
mire modifications (below) and the approach 1o
fuel diversity described in Section IV of today’s
decision,

3. Solution: Bid Both Energy and
Caparity

Bolh deficiencies in the current payment
simucrure are corrected if QFs are required 1o bid
both enerpy and capacity prices. Energy pay-
ments would then be escalated to reflect the
actual fuel costs of the winning bidders. Most
parties, including the CEC, CEERT, DRA,
PG&E, and Edison, support these modifi-
cations.

We are persuaded that the IDR should
remain the benchmark for QF bidding but that
avoided cost principles do not require QFs 1o
match the IDR payment structure. Both capital-
intensive QFs and cogenerators should benefit
from bidding a3 payment structure that corre-
sponds to the cost swucture of the plant 1o be
financed. This transiates to lower risks to QFs,
and ultimately 1o ratepayers. Indeed, we are
more likely 1o achieve our goals of fair compet-
tion and = diverse portfolio of QFs if QFs are
not constrained o an IDR- or IER-based pay-
ment structure.

Bidding energy and- czpacity has many
advantages. First, it permits all types of QFs 10
bid a payment structure appropriale 1o their
technology. The current bidding system favors

(Fs whose cost structure is similar io that of the
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TDR. The extra financing cost for QFs whose
cost structure differs from the IDR means that
they must bid a higher price than they could
ander a more appropriate payment siuchire.
Bidding both energy and capacity allows all
(JFs the same opportunity  have their benefits
1o the ratepayer fairly evaluated.

Second, such bidding shields ratepayers
from undue fuel price risks. By escalating
energy payments based on the QF's own fuel
type, ratepayers get the fuel diversity benefits of
nan-fossil QFs and the fuel efficiency benefits
of cogenerators.

Third, having a more accurate picture of
the QF's energy cost means that uilides can
dispatch the system more efficiently. Economic
curtailment decisions are based on the variable
cost payments made 10 QFs, Currenily, variable
cost payments are based on the projected costs
of the IDR. Changing this to link payments to a
QF's own cost stream should enzble the pur-
chasing uiility 1o make more efficient curtail-
ment decisions and should make QFs indiffer-
ent o such decisions. In particular, those QFs
(e.g., solar) whose fuel source makes it hard for
them o curtail should benefit since their Jow
variable costs will virtually aliminate the possi-
bility of economic curtailment.

4, Implementaiion

DRA, PG&E, and Edison all provided

-detailed methods to implement & system which

requires bidding of energy and capacity. The
methods do not differ drastically; however, each
was developed as part of an integrated proposal
in Phase 1B. In light of the rest of today’s deci-
sion, parfies may want io reconsider some
aspects of their implementation proposals. Par-
ties are directed 10 work out the deails of
implementation and the necessary contract
changes in a workshop. As guidance io the par-
tes, we describe below our general expecia-
tons of emergy and capacity bidding under a
second-price auction with environmental add-
ers. - e

In the follewing description, we modify
the proposed decision in one respect regarding
bid preparation and evalvation. The proposed
decision would compare the projected net

present value of the IDR with that offered by
the competng bids. This comparison seems
unduly complex and requires assumptions
ahout the respective bidders' energy delivery
prefiles. On further consideration, we prefer a
first-year cost basis for evaluation. Such evalua-
tion involves combining the fixed and variable
costs of the IDR into a single cents per kilowau
hour figure, and similarly combining the energy
and capacity bids of each bidder, Where the
IDR and bid project have different escalalion
rales, these can be converied 1o 2 common basis
using the methodology illustrated in DRA’s les-
timony. {See Exhibit 223 and Appendix A 10
DRA's concurrent brief.}

Before the auction, the uility will publish
al] pertinent physical and cost characteristics of
the IDR. These include economic life, capacity
factor and hours of operation, shortage and
other capital costs (and allocation factors for
those costs), fuel type(s), residual emission
rates, offsels, operation and maintenance costs,
first year fuel price, hear rale, assumed fuel
price escalator, GNP deflator, and all other pro-
jections or assumptiens specific to the IDR used
in calculating its cost-effectiveness. Using these
characteristics and an explicit methodology, the
ulility will combine the sweam of projectad
fixed and variable costs into a single first-year
cost expressed in cents per kilowatt hour. This
number will be the IDR benchmark.

QFs will then analyze their own cost char-
acteristics compared to the IDR. They will sub-
mit a sealed bid for a stated effective capacity
and separately siated varizble (energy) and
fixed (capacity) prices, with the following
knowledge. First, they will kmow that the utility
will recombine their energy and capacity price
into a single cents per kilowatt hour first-year
cost, using the same methodology used 1o cal-
culaie the IDR benchmark. Second, they will
know that the winning bidders will be chosen
under second-price tules by comparing each
bidder's and the IDR's projected frst-year cost
Finally, they will know what environmental

-——adders/subtractors (and fuel diversity premium,

if any) they can expect 1o receive if they win the
bid.

Once the winning bidders are chosen, vari-
able payments will be based on the actual




PUBLIC UTILITIES REPORTS — 124 PURAth

energy price bid plus any environmental
adders/subtractors. Escalation will depend on
the fuel type of the QF. Varizble payments to
non-fossil QFs will escalate with GNP. Variable
payments to other QFs will escalate based on
the same fuel index and price update schedule
already adoptzad for final Standard Offer 4.

Capacity payments wili be determined by
subtracting the energy bid by the winning QF
{or the converted energy price, where the QF's
energy bid was converied to get a common
escalation basis) from the total first-year cost of
the lowest losing bid. The remaining cenis per
kilowatt hour will be convered to dollars per
kilowarr fixed payments, will be divided
between shortage and other capilal costs, and
will be paid, as already adopied, on a tme-
differentiated basis. QFs can choose o receive
levelized shortape payments as described in
Section V.B above.

5. Energy Bidding and Curtailment

Much of the pelicy basis for energy bid-
ding is that the wiility dispatcher should be mak-
ing decisions 1o dispatch or curtail a specific
resource based on accurate lmowledge of the
rurming costs of all generation resources
fincluding QFs) at the wtility’s disposal. The
policy necessarily implies that low running cost
QFs can expect to be curtailed very rarely,
while high running cost QFs (basically, cil/gas-
fired cogenerators) should plan to be curtailed,
or to receive an energy payment based on actual
system Tunning costs, for many hours during the
year. We must reconsider the curtailment
options under final Siandard Offer 4 to ensure

that the options are consistent with this policy. ~

We are particularly concerned about three cur-
rent aspects of curtailment,

First, the QF can now choose 10 be cur-
tailed for a theoretically unlimited number of
hours per year but only if the purchasing utility
would otherwise experience negative avoided
costs due to continued deliveries from that QF.
We have ne record that the respondent utilities
have ever experienced such conditions on their
systems or requested QFs 1o curtail for this rea-
son.”” We question the continued need for this
option. Low nmning cost QFs need not hesitate

o choose the economic curtzilment optiom,
since the dispatcher will now see their trve run-
ning costs, and a uility that used its curtailment
anthority imprudently would be subject o hav-
ing its excessive energy expenses disallowed.
Cogenerators, on the other hand, shonld be
required to tzke economic curtailment; the
advantages of energy biddimg would largely
disappear if the dispatcher were unable to cur-
1ail 2 high running cost unit except under nega-
tve avoided cost conditions.

Second, the other curtsilment option now
available under final Standard Offer 4 allows
the wtility 1o curtail for any reason but onty up
10 1,500 hours per vear. Reports filed regularly
by the utilities indicale that gas-fired units are
on the margin the majority of the time, but that
other resources, hours on the margin could eas-
ily exceed 1,500 hours per year. This suggests
that the 1,500-hour limit is oo low. The pay-
ment structure of final Standard Offer 4 now
assures the QF of coverage of its fixed costs, so
we believe that the purchasing utility can and
should be vested with more liberal curtailment
authority. However, we also believe that "eco-
nomic" curtaiiment should continue 1o allow the
QF either to actually curtail 1o a minimusm level,
or to generate normaily but receive 2 specially
calculated energy payment.

Third, the QF choosing the current eco-
nomic curtailment option would receive energy
payments based on the IDR's running costs but
time-differentiated according to the system load
profile and adjusted to assume curtailment dur-
ing low cost hours. With energy bidding, the QF
would receive energy payments based on its
own running costs. We therefore question the
need to continue this complex calculation of
energy payments during non-curtailment hours.
The QF instead should be paid according 1o its
energy bid (for hours when the IDR was
planned to run) or the purchasing utility's
short-run avoided operating costs (for hours
when the IDR was planned not o run).

Comments on the proposed decision gen-
erally support the bidding innovations in this
section but seek clarification or Teassurance on
2 number of points. First, economic curtailment
affects only energy payments i QFs, not their
capacity payments. This is already clear in the
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curtailment provisions of final Standard Offer 4,
and this aspect of these provisions is continued
wnder ioday’s decision. Second, the udlity
dispatcher shall look only w the QF's energy
bid in deciding whether to invoke econemic
curtailment, and shall disregard for these
purposes any air quality adder (subtractor) or
fixed paymenis (including the fuel diversity
premium, if any) applicable o that QF.

GRAJ/IEP believe that, for the time being,
some overall Lmitalion on curtailability is
appropriale, We agree, but we will leave 1o the
worlshop the question of how much 1o raise the
current 1500-hour ceiling. GRA/IEP also ask us
1o provide for monthly audits of the wilities’
dispatch logs “so that unwarranted curiailments
are discovered and terminated in the shortest
possibie time.” (CRAJIEP comments, page 6.}
The audil mechanism proposed by GRA/IEP is
unclear, but we agree in principle that increased
QF respomsiveness Io the purchasing uility
should be accompanied by increased utility
accountzbility. This subject also appears 1o be
sppropriate for the workshop, as there may be
various ways ic accommodate QF concemns in
this regard.

As previously noted, we will hold 2 work-
shop shortly after wday's decision 1o develop
appropriate Tevisions o the final Standard Offer
4 contract, We note that the current curlailment
provisions were cooperatively developed, and
we will allow the parties at the workshop lati-
mde to consider modifications to these provi-
sions; however, the modifications should
respond 1o the concerns we have just expressed.

V1. The Second-Price Auction

[14] In Phase 1B we revisited the issue of
auction format. The specific issue is what price
Io pay winning bidders. Earlier, in D.86-07-004,
we adopted Edison’s proposal that final Stan-
derd Offer 4 contracts be awarded 1o the low-
bidding QFs, up to the total capacity of the IDR,
but that the price paid to these QFs be that in

- the lowest losing bid, This is referred .o 25 a

“second-price” auction, and also as 2 "uniform

price" auction in that it resulis in # single price

for winrers in any given round of bidding.
Since D.86-07-004, Edison has joined

PG&E and SDG&ER in urging that each winning
QF be paid the price it bids. This so-calied
"first-price” auction results in "discriminative"
pricing in thar sellers (here, winning QFs) are
paid different prices [or the same product.

This debale takes us back to the fimda-
mentals of avoided cost pricing and competiive
markets. We find that the principles supporting
our adoption of full avoided cost pricing for
QFs (in D.91109) also apply to our choice of
auction format, The second-price aunction better
serves our policies in the QF program and
should be retained.

A. How Competitive Markets Work

[1] Generaily speaking, a competiive mar-
ket in any given comnmodity will arrive at a uni-
- form price for that commedity. This uniform
price — the "market-clearing” price — is the
price where supply and demand are in equilib-
rium. Thal equilibrinm shows that the resources
consumed in producing the last increment of the
commodity exactly match the value w society
of that increment. In other words, the level of
production of the commodity has rzached iis
social optimum.

The market-clearing price is probably well
above the marginal costs of many of the sellers
in that market. In fact, it is the potential for sales
at a price above marginal costs (which the text-
books call "economic rent™) that attracts new
entrants and promotes technological innovation.
The consumer also benefits from economic
tents because in the long run, competitfion will
increase and technological inmovation will
lower production costs. The result is that the
markel-clearing price drops.

Arny rule that tends to constrain each seller
lo a price at exactly its marginal cost will dis-
courage investment. There will be few new
entranis, little innovadon, and less production
than would have occurred had the market been
allowed 1o "clear.,” In other words, the wtal pro-
duction of the commodity will fall short of the

..—social optimum. The consumer also suffers

because the declining market-clearing price
expected in a fully competitive market never
malerializes,

The uniform pricing in a second-price auc-
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tion conforms much more closely 1o the
market-clearing price of a competitive market
than does discriminative pricing in a first-price
anction. Our adoption of a first-price auction
would reduce competiion in the California
electric generation market over the long lerm,
which means that over the long - term,
consumners would suffer. As we will show next,
the short-tarm benefils claimed for the first-

price anction are also illusory.

B. Contracts Should Go to Low-cost
Producers, Not Clever Bidders

Figure A (reproduced from the testimony
of PG&E witness Kahn in Exhibit 207, page 49)
seems 1o hypnotze advocates of the first-price
anchoit.

| Imifcrm Frice I—-
2id
Prics
Quzndty AcszzEs
o L
Quanity
Figure A

Each "step” in the figure represents a block of
capacily bid at a particular price. The "Quantity
Accepted" for purposes of this discussion repre-
sents the capacity of the IDR. The "Uniform
Price" is the price bid by the lowest loser (ie.,
the first block of capacity to the tight of the
Quantity Accepted). -Advocates of discrimina-
tive pricing insist that the dollars represented by
the shaded area in the fgure (between the Uni-
form Price line and the steps marking the indi-
vidual bid prices) somehow constitute overpay-
ments to winning QFs. Under a first-price auc-
tion, these advocates claim, those dollars would
be captured by the purchasing utility for the
benefit of its ratepayers.

The faltacy in this claim is that it supposes
that bidders will submit the same bids Tegard-
less of the choice of anction format, This is not
the case, ‘ .

The bidder in a second-price anction has a
strong incentive 1o bid a price reflecting its true
marginal cost, no more and no less. This is
becavse the second-price anction ensures that
the bidder gets more than its bid if it wins. As
long as the bid is based on the bidder’s best

estimate of its true margial cost, fie bidder-

maximizes its chances of winning, consistent
with Teceiving a price that exceeds its cost (in
other words, yields economic rents), which is
what originaily motivated the bidder w compsie

e
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in this market. The result is that the second-
price auction reveals bidders’ relative costs
quite accurately and ewards contracts 1o the
low-cost bidders.

The bidder in a first-price auction has a
swong incentive to bid more than its marginal
cost, in facl, io bid strategically to come in just
slightly under what it anticipates to be the
lowest losing bid. Such strategic bidding has
w0 CONSequences.

The first consequences is that under a
first-price auction, bids are higher than under a
second-price auction. The result is that the aver-
gge price paid under a first-price anction is
about the same as the uniforn price paid under
a second-price auction. This "revenue equiva-
lence" is illusirated by Figure B adapied fom
PCO&E witness Kahn's testimony. The "average
price" m Figure B is identical to the "unifortn
price” in Figure A.

Ixpected Bidcing —=
Renavior in

z‘iﬂ:s‘_cr-price : g‘fm
Auction.

Expected Bidding =3 I Cuantty Acssciad
Behevior in il
Second-price Quandty
Auction.

The second consequence is that the first-
price auction doesn't necessarily award con-
fracts to low-cost bidders, but rather to bidders
who are gooed at guessing how much to inflate
their bids and still win.

Both of these conseguences strongly sup-
port our preference for the second-price auction.
If the expected revenue equivalence occurs,
then the first-price ancticr will reduce competi-
tion over the long term without any off-seiting
short-term savings. But the inefficiency of
potentially awarding coniracts lo higher-cost
bidders comncerns us even more. A producer’s
costs measure its consumgption of goods and

Figure B

services in the production process. A bidder
with relalively high costs is using more of

- society's scarce resources — burning more fuel,
using more materials, possibly dirrying more air
— than a lower-cost bidder.

The efficiency of the second-price auction
in choosing low-cost bidders chiefly motivated
us 1o adopt it in D.86-07-004 (21 CPUC 2d 340,
76 PUR4Ath 1 [1986]). Nothing since then has
_made jnefficiency a better deal. ‘

C. Theory vs. Practice: Do Bidders Ever
Reveal Their Costs?
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PG&E witness Kahn cites the literature
supporting the revenue equivalence thearem,
and his figures used above nicely illustrate its
operation. But Kahn believes strategic bidding
will also occur under a second-price auctiomn,
mullifying the advantages of that auction format.

Kahn argues that a winning bidder will
never want o reveal any economic rent inherent
in its bid price through truthfully revealing its
own marginal costs in its bid. The reason is that
the winning bidder still has to deal with suppli-
ers of fuel, equipment, labor, and construclion
services. Some of these suppliers may have
some degree of marke! power, such that they
can counteract the economic rent that the bidder
has captured by winning the auction. Worst of
all, the bidder stil] has 1o face government per-
mitting agencies:

"Clearly, government agencies have
market power over electricity supplies. The
market power of government agencies is not
motivated by profit maximization, as in the
private sector. Rather, government agencies
seek to maximize the social benefit of regula-
tion. . .

“Imagine how these negotiations would
progress if the developer were the winner of
a second-price auction. The govemment
agency, would say, W the developer that his
revealed ‘true cost' shows he can clearly
afford all the proposed mitigation and more.
Indeed, the amount of money ‘on the table’
revealed by the auction could influence the
amount of control the govemmenl agency
deemns required. Surely it is no longer 2
remarkable proposition to assert that govern-
ment agencies have a tendency o spend &l
available money. Tt is difficult to imagine that
this scenario would not occur 1o a bidder in a
second-price zuction. The decision to adjust
true cost for this kind of rent extraction is just
normal business procedure.” (Exhibil 208,
pages 8-9.)

As 1o Kahn's points—tegarding supplier
markets, we do not believe that potential
bidders are helpless i the face of potential pre-
dation by suppliers. Surely, a prudent bidder —
regardless of auction formal — would negoti-

ate with suppliers before submitting its bid. Fur-
thermore, electricity auctions and reguests for
proposals, here and in other states, have
attracted capacity offers far exceeding the
capacity Tequesied, often by & factor of 10 or
more. This fact suggests that mary bidders are
convinced they can keep the economic rents
from their electricity sales.

Weither Kahn nor anyone else in Lhis pro-
ceeding provided evidence on the degree of
market power exercised by suppliers. However,
there is good reason lo think that supplier mar-
kels are themselves becoming more compeli-
tive, in part because of reguiatory action by this
Commission regarding natural gas and Tanspor-
tation. The case thal relevant suppliers are in a
position Lo extract a winning bidder’s economic
rents hasn't been demonstrated.

Tuming to Kahn's critique of government
agencies, we agree thal excessive COSIS
imposed on any project by regulators can be a
serious problem. Such costs may result from
undue delay, conflicting regulalory signals, or
inappropriate miligation measures, and they are
a risk for both QFs and utilities.

California policy-makers are sensitive to
the problem. The CEC, which provides one-
stop siting for major thermal power plants, was
created in part to Teduce of eliminate such costs;
the Permit Streamlining Act is another legisla-
five response to the problem. Our Jjoint effort
with the CEC to coordinate QF procurement
with the CEC’s integrated assessment of need is
similarly motivated.

OF course, we may differ with PG&E wit-
ness Kahn on what regulatory costs are exCes-
sive. The polluter is often able to externalize the
costs of its emissions, but in the BRPU we are
wying to internalize such costs in the resource
procurement process. This is similar to a princi-
ple we iry o apply in rate design, namely, that

the person causing specific cosis should bear
thern. We think this principie is entirely consis-
tent with a market-oriented philesophy of regu-
lation.

Whether regulatory costs are adequately

cantrolled in California is & matler of opinion.
The more important point is that they are real
costs thal we [old inte our resource procurement
process; The IDR's estimaies nclude estimated

1
i
i
1
i
'
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costs  for  permiting  and environmental
mitigation. Those estimales are known to the
bidder in advance, and the bidder can make its
own judgment of siting risks compared 1o those
of the IDR.

Siting risks thus seem similar 1o all the
other costs of a project that can't be known with
certainty. In a frst-price aucton, the bidder
would likely add a premium to its risk assess-
ment; in the second-price auction, the bidder's
incentive is o bid realistically.

D. Theory vs. Practice: I's Electricity Too Com-
plex a Commadity for Uniform Price
Auctions?

PG&E witmess Kehn and Edison witness
Turewitz argue that uniform pricing is appropri-
ste only for simple commaodities. Kahn ciles
wheat: One bushel is perfecily substitutable for
another, he claims. In contrast, any given
kilowatt-hour is made up of indivisible “joint
products” and may have more or less social
value than another, depending not only on its
price but also on the fuel used w generate it, the
emissions associated with its generation, the
reliability, iming, and location of its delivery to
the utility, etc. Turewitz testifies that we should
be looking for the highest valued kilowatt-
hours, price being only one component of value
among others, and that, compared 1o uniform
pricing, "the first-price auctjon environment is a
lot friendlier [to] an auction process that awards
bids to Jow-cost bidders and not just low-priced
bidders." (Reporter's Transcript (RT) 1819-20.)

" These arguments against the second-price
auction recall the utilities’ former resistance (o
paying QFs at full avoided cost, which is also a
uniform price system. We endorsed full avoided
cost pricing more than a decade ago (2.91109),
even before the FERC adopted it in the regula-
tions implementing PURPA, Full avoided cost
was adopted for many reasens, including our
desire 1o simulate a competitive markez. The
second-price auction is the logical extension of

Ml avoided cost, with the Jowest losing QF
replacing the IDR as the price benchmark

whenever QFs offer more capacity than the udl-
ity seeks.

Paying QFs [ull avoided cost has never
required us to ignore differences in value
between the output of different QFs. For
example, we timedifferentiate capacity and
energy payments seasonally and by time of day
1o teflect the higher value of capacity and
energy during peak periods. As-available QFs
receive less favorable pricing terms than QFs
committed to provide firm energy and capacity.
Firm QFs must provide upward dispatchabiliry.
The firm QF can also get 2 bonus for high reli-
ability but suffers a penalty if it falls below min-
jmum reliability.

Other contract provisions are designed to
increase the value to ratepayers of QF output.
For example, there are performance require-
ments relating 1 system emergencies and coor-
dinated maintenance. Special pricing and cur-
lailment provisions apply when the purchasing
ublity experiences negative avoided cost or
hydro-spill conditions on its system.

These are all features of the short-run stan-
dard offers, and the performance requirements
and pricing signals folded inte the long-num final
Swandard Offer 4 are even more extensive. We
can easily add more features to this structure as
we refine our QF solicitation to consider differ-
entlal impacts on such things as wansmission
costs, environmental quality, and fuel diversity.
All that is necessary is that the QF know before
bidding what costs it will be expectzd o bear
and how the benefits that it offers the ratepayer
will be scored by the utility. In other words, the
auction rules must be "transparent,” & principle
that we have already endorsed together with the
second-price format.

We question whether the “joint products"
assoclated with electric generation are particu-
larly unusual or problematic. Of course, society
is concerned with how electricity is produced
and how and where it is delivered — but the
same is true of wheat, 8 Possibly no commodity
is simple if one examines it closely.

Any shopper knows that cheap goods are
not necessarily the best bargain. We agree with
Edison witness Jurewiiz that the objective here
should be 1o select those bidders offering the
highest value. The second-price auction is
well-adapted w achieving thal objective.,
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E. Theory vs. Practice: Why Aren't There
More Second-Price Auctions?

The other main argument offered by pro-
ponents of discriminative pricing is a simple
nose count. Mast states considering the issue
have opted for a first-price auction. Neverthe-
less, economic literature continues 1o support
wniform price auctions,snd the National Regu-
latory Research Instiruie (NRRI) recently pub-
lished a study endorsing that format for electric
generating capacity solicitations.”’

We think Teasonable people may differ
over the relative merits of uniform pricing ver-
sus discriminative pricing. It is clear that uni-
form pricing is appropriate here, where we are
trying 1o foster competition. Even in other con-
texts uniform pricing is not exotic and is often
proposed by utilities themselves.

For example, we have a slorage banking
program for natural gas, in which utilities make
available & portion of their underground storage
capability 1o accomsmodate customer-owned
gas. Space is allocated and priced uniformty
under an anction format proposed by PG&E
and approved in D.88-11-034 (29 CPUC 2d
499, 507-08, 97 PUR4th 389 {1988]). The for-
mat determnines a “reservation fee" that looks
much like a market-clearing price (it simulta-
neously allocates and maximizes Teservation of
available banking capability), and could be
Jower than the price that the banking customer
is willing to pay for the volume awarded. Both
features Tesemble our second-price auction for

. electric generation.

Another striking propasal by PG&E is now
pending in Order Insttuting Rulemaking (R.)
88-08-018, where we are considering possible
ways 10 allocaie pipeline capacity controlied by
gas utilities to those utilities’ transportation cus-
tomers. Pipeline capacity allocation is comnpli-
cated because there are many paths and many
constraint points between any given source
region and the California delivery point. PG&E
proposes a “sophisticated form of auciion . . .
because of the multi-dimensional-nature-of the
probiem, and the objective of maximizing value
o customers.” The proposal is for a uniform
price auclion: "[T]he price charged the success-
ful bidders will be set by charging the competi-

tive 'equilibrium (market-clearing) price for
capacity at each botlleneck and summing those
prices along the paths." PG&E noles that, "in
genera%,gtha price paid will be lower than the bid
price."
In PG&E's pipeline capacity proposal, as
in our second-price auction, a pricing syslem
that seeks the market-clearing lev el is preferred
Io one that would maximize monetary gain 1o
the party soliciting the bids. Moreover, the com-
plexity of the auctioned commodity is seen, not
g5 a bar to a uniform price anction, but 2s part
of the justification.

Choosing an aucticn format requires vigor-
ous analysis and close inspection of ends and
means. We are satisfied with our choice and do
not find a nose count of other jurisdictions
either persuasive or illuminating.

F. Conclusion

Our thorough scrutiny of auction format in
Phase 1B should put this issue to rest.

We recognize, however, that auctions are
not the only model for competitive procure-
ment. We have long encouraged arms-length
negotiations between our utilities and potential
sellers of electricity, not limited QFs. We
have even predicted (in D.86-07-004) that such
negoliations, over lime, will increasingly dis-
place the standard offer as QFs’ preferred
means for contracting. This displacement
depends om progress on putstanding issues
reparding Iransmission access and evaluating
resource options. (See Section 1T above.)

First, QFs stll lack assured access D
potentia]  markets. We look 1o ow
wheeling/ransmission cost aliocation investiga-

tion (1.90-09-050) for solutions that substan- .

tially increase such access in ime for its impact
to be felt in the auction for this ER/BRPU cycle.

Second, there is stll much work 1o do 1o
ensure that the ratepayer is getting (and offer-
ing) reasonable value for QF generadon. We
have now made a start al valuing "adders" for

-.system stability and load following features,

environmental impacts, and fuel diversity. All
of these must also be analyzed and compared
on a consistent basis with DSM programs. We
are commilied to completing this work, but it
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will require strenuous effort throughout the next
ER/BRPU cycle.

The rewards for success in these endeav-
ors will be substantial: a fully astablished inde-
pendent power industry and an electric resource
procurement process that is finely-nmed and
market-respensive. We hope at that time to be
able . dispense with Commission-supervised
anctions, and possibly even wilh the BRPU
itself.

In the meantime, we will morniter the
resnlts around the county of this and other
competitive solicitations for electric generation.
Should we find solid evidence that the second-
price auction 1s not producing the benefits we
have described, we will reconsider in later
updates our choice of the second-price auction.

VII. Significance of the
IDR Benchmark Price

[15] In the final Standard Cffer 4 auction,
QFs bid 10 beat a utlity avoided cost bench-
mark computed from the projected capital and
running costs of the IDR. The second-price auc-
tion rules require that QFs displacing the IDR
receive payments compuied from the lowest
losing QF's bid if there is an “aversubscription”
{the capacity of QF bidders exceeds the capac-
ity of the IDR). If there is an undersubscription,
all bidding QFs are winners and teceive pay-
ments computed from the full projected costs of
the IDR. In the sense of being the potential auc~
tion price-setter, the IDR can be considered the
utility’s bid.

But suppose that the utility actually builds
the IDR, as might happen, for example, if the
auction were undersubscribed: Is the utility in
that situation bound to build the IDR for the
capital costs indicated in the benchmark price?
Tn other words, should the benchmark price be
Ireated as the utility's bid for purposes of setting
raies to recover uiility investment in the IDR?

QFs and DRA argue that the answer
should be yes. They believe the IDR benchmark

would not be credible if the utility itself were

not constrained by the benchmark price. The
presence of such a constraint would give wutili-
ties a sirong incentive to carefully investigate
the costs of petential IDRs. The lack of such 2

consiraint, according to QFs and DRA, would
give utilities a chance to manipulaie cost data
and, consequently, the defermination of need in
the ER/BRPU cycle.

The utilities, supported by the CEC, argue
that the answer should be no. The viilities main-
tain that precise estimates for a large mumber of
IDRs — the kind of estimate they would make
before committing 1o build a given power piant
— are costly, lime-consuming, and more exact
than necessary for the purpose of identifying
deferrahle resources, They note that California
law already Teguires the CPUC 1o establish a
cosl cap for a utility power plant in issuing a
certificate of public convenience and necessity
for the plant. (Public Utilides Code § 1005.5.)
Finally, they believe that weating the IDR
benchmark as the utility bid would be unfair.

"This is because, in their view, the utility would

be at risk for cost overruns, like QF bidders, but
unlike QF bidders the utility could not earn
morte than its authorized rate of return if it mazn-
aged to build the IDR for less than the bench-
mark price. '

We have decided not 1o treat the IDR
benchmark as & binding cost estimate on the
utility at this time. There are good arguments on
bath sides of this issue. In particular, exact esti-
mates of IDR costs are critical, but we believe
the ER/BRPU cycle already contains adeguate
safeguards 16 ensure the credibility of the DR
benchmark.

Deliberate manipulation ef the IDR bench-
mark by the udlitles would be difficult, given
the public serutiny that cest estimates Teceive
here and at the CEC. Moreover, the uiility has a
sitong incentive 1o be acourare, Low cost esti-
mates would cause more new resource addi-
tions 1o be found cost-effective and potentially
deferrable by QFs, so this stralegy could result
in more QFs in the utility’s resource mix, not
fewer. High cost estimates would result in fewer
IDRs but increase the likelihood (given the
inflated benchmark price) that QFs would fill all
identfied need, so the wiility wonld never get 1o
build the IDR. Finally, we expect the ntlity to
explain any inconsisiency between resource
assumptions it uses in the BRPU and those it
uses in other proceedings. Thus, "gaming” the
BRPU estimales is unlikely 10 go unnoticed and
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could jeopardize the utility case in mateers
outside the BRPU,

Another important consideration is that the
utility is not "committed" 1o build the deferrable
resource as of the date it is identified. Following
our decision specifying IDRs in the planming
phase of the Updarte, the utility puts iogether
and publishes its formal QF solicitation. There
follows a three-month solicitation period during
which QFs submit sealed bids. Only after the
bids are opened and winners designated does
the utility know how much of the ideniified
need will be deferred through QF contracts.
Depending on the result of the auction and pos-
sibly other changes of circumstances, the utitity
may build the IDR, downsize the IDR, build
some other resource, pursue a combination of
strategies, or wail for the next Update. What-
ever the udlity decides, we wouid review the
teasonableness of its decision based on the cir-
cumstances existing when the decision was
made. That could follow the specification of
IDRs by several months. In all likelihoed, the
utility would not pursue the IDR exactly as pro-
posed n the Update because QFs would be
deferring some substanijal portien of the need.
How to apply the IDR benchmark as a binding
cost estimate in these circumstances is unclear.

Cn balance, we think the ratepayer is well
served by reasonableness review and cost caps
developed pursuant to Public Utlities Code §
1005.5. If experience shows that cost estimates
in the BRPU are unrealistic, we may reconsider
the guestion of whether and how 1o hold the
utility to the benchmark price.

VI Eligibility to Bid

[ii] Currently, only QFs may bid in the
final Standard Offer 4 auction. We will retain
this limitation for the time being, but we intend
1o move toward “afl-source” bidding.*! This
move depends on making significant progress
in evaluating non-price faciors and in allowing
nondiscriminatory access to electric ransmis-

sion services ("wheeling") for norudlity power

producers.

To recapitulate our reasoning in Section HI
above, both the bases and avenues of compeii-
tion must be Armly established before QFs will

be able to compele directly with traditional udl-
ity supply options. These conditions are neces-
sary for a competitive market to exist. Absent
these conditions, the Tesults of all-source bid-
ding would be renewed reliance on traditional
supply opticns.

On the other hand, we have no desire o
continue Tesirictions on bidding eligibility any
longer than necessary. Work in the Update and
the iransmission investigation is intended 1o
remove the block to full competition in electric
generation. To the extent that the work is suec-
cessful, competition truly would increase
through broader participation in the avction.

The work will not be completed overnight.
It is also conceivable that progress will come in
stages. For example, parties” comments in L90-
09-050 indicate that wheeling service is likely
to be subject to various Limilations and that
some kinds of wheeling may be harder to pro-
vide than others. Similarly, some non-price fac-
tors may prove more elusive © evaluate than
others. The question, then, is how we should
react, in terms of auction modifications or other-
wise, o partial progress on these tasks.

We may be able to limit controversy in
future Updates by establishing 2 set of check
points 1o elaborate on our broad policy discus-
sion in Section I The check points would link

specific modifications to final Standard Offer 4~

with specific achievements in providing
transmission-only service and evaluating non-
price factors. The purpose would be to create a
common understanding of where we are head-
ing and how 1o get there.

The Phase 1B record does not enable us to
establish check poinis in this decision. Instead,
we direct the assigned ALY to solicit the parties’
input at a prehearing conference to be held
before the start of the ER-90 phase of this pro-
ceeding.

Powerex, in its commenis on the ALI's
proposed decision, says Lhat there are Canadian
entities who meet the PURPA and FERC
requirements for QF status but who might be

~gxcluded from the auction because FERC can

only certify as QFs entities inside the United
States.~ Powerex believes such an exclusion
would lack any sound policy basis and would

violate trade apreements between the United.
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States and Canada.

We agree with Powerex that foreign enti-
sies meeting all requirements for QF staws other
than FERC certification should probably be e£i§
gible © bid along with duly certified QFs.”
However, the purchasing utilities, in lien of
such certification, must have a suiteble alterna-
ve means of ensuring that the foreign entity
meets all other Tequirements for QF staws ini-
lially, and maintains its compliance throughout
the term of the coniract, as would be required of
a U.5.-based QF.

‘We do not not know whether the Canadian
govemment has, or would wish lo carry out, a
program: functionally the eguivalent of FERC
certification. We believe such a program may
not be necessary if appropriate contract provi-
sions, applicable 1o foreign entities, could be
crafted for final Standard Offer 4. We will hold
workshops 1o develop various contract modi-
fications in Tesponse to ioday’s decisiom, and
we encourage the parties at the workshops w©
draft proposed provisions accommodating bid-

ding by foreign entities that meet the require- .

ments for QF status.
TX. Power Purchases Between Updares

[16] We. asked the parties 1c make recom-
mendations in this phase on how QFs can effec-
tively compete with power purchase opportuni-
ties that arise between Updates. We were con-
cerned that, for various reasons, significant
opportunities might be lost if all such opportuni-
ties were Tequired 1o underge analysis as poten-
tial JDRs in an Update; but we were also trou-
bled by the prospect of utilities committing for
much of their resource needs without such anal-
ysis. Our teview of the various recommenda-
tions convinces us that the present systam is
reasonably good and requires Ltle if any
modification.

A. Positions of the Parties

Generally, the BRPU process places few
constraints on the utilities’ ability 1o male
power purchase commitments between Up-
dates.* We do not approve such commit-
ments prospectively but review the reasonable-

ness of resulting power purchases in subseguent
procesdings.

1. Checks on Utility Discretion

The QFs believe that utlities have oo
much discretion between Updates. For example,
CEERT says “All inter-udlity contracts should
be subject to displacement by QF purchases.
Similarly, any udlity efforts to acquire long-
term resources between [Updates] should auto-
matically trigger a new final Standard Offer 4
solicitation. Without such safeguards, utilities
have too many incentives to ‘game’ their ICEM
analyses and IDR cost estimates. . .." (Exhibit
228, pees 12} GRAJIEP express similar
views.

The uiilities appreciale the ability to sign
contracts between Updates but feel that the
present system still creates difficulties. The im-
ited experience to date indicates that a new
BRPU or Electricity Report, and sometimes
both, will always be in progress aL any given
time. The utiliies believe that, as a tesult, a
power purchase commitment made ouiside the
Update will be amacked as premature or a
device 10 avoid competitive bidding by QFs.
Furthermmore, the utilities urge that shori-texm
purchases {five years or less) be considersd
nondeferrable.

PG&E and SDG&E address these prob-
lems by proposing that a long-term power pur-
chase contract between Updates be deemed rea-
sonable and nondeferrable if it meets a stated
price threshold. For example, under the
SDG&E proposal, any such contract whose
price is at or below 90% of the fina! price o
QFs as defermined in the most recent Update
{or 90% of the long-run avoided cost projection
in that Update if no QF contracts were awarded)
would be deemed nondeferrable and would not
be subject to reasonableness review, Any can-
tract whose price exceeds the thresheld would
be subject 1o reasonableness review., i

DRA also supports the threshold concept
but would have separate thresholds for shori-
and long-term contracts, and would subject any
non-price terms of these confracts lo the usial
easonableness review,
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2. Impact on Non-QF Resources

All parties accept that a power purchase
can be an IDR. However, some parties ¢laim
that the present sysiem inhibits some potential
sellers from reaching their botiom line before
the Update. Also, the utilities say that an offeror
is unlikely o leave an offer on the table for QFs
to bid against. This raises the issue of determin-
ing when the lerms of a potential power pur-
chase have achieved sufficient definition for
that purchase 1w serve as an IDR.

In the CEC’s view, the problem of con-
tracts hetween Updates is simply one aspect of
the more fundamentai problem that the Update
presently Bmits hidding to QFs only: "The real
problem is not that options may arise between
updates, but that the current process does not
provide any mechanism for allowing resources
other than (QFs from competing directly for the
right to meet the uiilities’ needs." (Exhibit 224,
page 29.) According to this testimony, DSM
and utility plants are among the resources that
"carmot compate zgainst a QF in the cwrent
system.” (Jd.) : :

B. Discussion

The fundamental purpose of the BRPU is
to implement a long-run standard offer at a level
of potential commitment o QFs that both this
Commission and the CEC believe is consistent
with the need for electricity in Califomnia. Such
implementation requires us io make a coordi-
nated review of the resource plans of the major
investor-owned electric utilities. The integrity of
this process also tequires that utility aclions
taken between the coordinated review be con-
sistent with the assumptions and policies that
form the basis of the utilities’ resource plans.
Thus, the utiliies must either use the same
assumptions or identify and justify, in whatever
forumm such utility actions are reviewed, any
departure from those assumptions. ‘

We can achieve this fundamental purpose
without either freezing utility commiiments
between Updates or requiring some sort of auc-
tion procedure every time a rescurce appertu-
nity arises. So long as utllities observe the rule
of consistency that we just described, a uwtility

should be able 10 consummate a deal when the
utility thinks the time is right. There is nothing
to the contrary in any of our prior décisions in
this proceeding. The QF proposals are generalty
100 resirictive and are rejected.

On the other hand, the reasonableness
thresholds proposed by PG&E, SDG&E, and
DRA are unnecessary and undesirable. The
problems that a utility encounters in justfying a
power purchase are not simply a function of the
QF program. A utility could always be second.-
guessed as either comumitting prematurely or
settling for less than the best deal.

The task of demonstrating reasonableness
properly falls on the utiliry, and it is not our
responsibility 1o find ways to make that demon-
stralion easy. We certainly expect that reasona-
bleness review will cover the timing of the util-
ity commitment, including the issue of whether
the price or other terms of an offer were so good
as to juslify the uility's decision not to risk the
lapse or withdrawal of the offer by treating it as
an IDR in an Update.

Furthermore, the threshold proposals vio-
late an important regulatory principle: The rea-
sonableness of a utility decision depends on
things known or reasonably knowable by the
utility when the decision was made. In contrast,
the thresholds do not depend on current infor-
mation but instead relate back 1o long-rum
avoided cost projections made during the most
recent BRPU. We hope and expect that those
projections will not be highly sensitive 1o
short-lerm phenomena such as might arise dur-
ing the ER/BRPU cycle, but we nevertheless
require the utility lo act on the best information
currently available to it.

Neither we nor the parties can possibly
foresee the vaganes of the energy markel next
year or the year after. We stress that urifity man-
apement retains the discretion and the responsi-
biliry to respond (o that market. & '

Thus, we neither increase the current con-
straints on purchases between Updates, nor do
we approve price thresholds io provide advance
assurance of reasonableness for such purchases.
There will be time 1o consider appropriaie con-
siraints if and when we have evidence that utili-
ties are abusing the considerable discretion they
now have.

PUBLIC UTILITIES REPORTS — 124 PURA4(h

We note that the utilities may have means
1o test the waters between Updates short of a
full-scale final Standard Offer 4 solicitation. For
example, GRA/IEP suggest as & model the
recent contract between Edisen and the Bonne-
ville Power Administradon. As described by
GRA/IEP wilness Branchcomb, QFs had an
opportunity I AR8-10-048 to comment on
Edison’s proposed purchase; they responded
that the purchase terms were not likely to be
matched or beaten in a QF avetion.

An applicaticn shouid not be necessary,
nowever a utility that believes negotiations have
seached an appropriate stage could contact indi-
vidual QFs and QF groups, stating generally the
anticipated terms and seeking expressions of
interest. It should be io Calilomia udlities’
advantage o use QFs 1o prompt betier lerms
from non-QF sellers, and we expect our ulilities
1 exercise thelr ingenuity in making this hap-
peL

Tuming to the CEC’s comments, we have
explained above in Sections I and VII why
we continue to limit the final Standard Offer 4
auction to QF bidders. The present industry
structure simply doesn't enable QFs {or DSM)
10 compete directly with other resource options;
nevertheless, the ER/BRPU process preserves a
niche for QFs and DSM without disabling the
utilities from pursuing the universe of resource
options. '

ER-90 ensures that DSM will far predomi-
nale over generation options, however. This is
accomplished through the category of "uncom-
mitted DSM," which consists of programs that
are not carrently in place but that the CEC
expects 1o receive regulatory approval during
the forecast period. (See ER-90 al page 4-12.)
Table 6-2 of ER-90 identifies 2 new resource
need of 2,694 MW for PG&E by 1999, of
which 2,506 MW (93%) is t©o be filled by
wncommitted DSM. The CEC's need assess-
ment for Edison likewise assumes thai most
resource need (about 72%) will be filled by
uncommitted DSM. (ER-90, Table 6-5.)

Planning for -@Fs- (BRPU’s fundamental
purpose) involves the whole rescurce plan,
including DSM. We have previously expressed
concern over the way the CEC handles uncom-
mitted DSM.

For example, in ow firsi Update, we
agreed with criticisms over the determinaticn of
such DSM in the CEC's Sixth Electricity
Report, but we accepted the CEC’s forecast in
preference to the positdon of parties who would
have totally excluded uncommitied DSM from
the hase case resource plans. We sirongly
endorsed the poal of ensuring that "the benefits
of all resource options, 1o the extent they are
guantifiable, are guantified on a commeon basis,
and o the extent that qualitative judgments
must be made, that the qualities are identified in
advance,” D.§7-11-024, 26 CPUC 2d 62, 71
(1987).

We have not yet reached that goal, but we
have 1zken initiatives 1o pursue conservation
opportunities aggressively. With the CEC's
active participation and support, we have
crealed incentive programs for eleciric wiilities
that for the first time give those uilities a posi-
lve stake in the success of conservation efforts.
Together with the CEC, we have refined the
Standard Practice Manual that is used at both
agencies to lest DSM programs for cost-
effectiveness. The Standard Practice Manual
does not analyze generation options, so we
have directed the utilities to explore the capabil-
ies of TCEM for testing DSM 1ogether with
generation resources. Again, we welcome and
solicit the CEC's input, since a primary purpose
of these explorations is o help the two agencies
reach agreement on appropriate DSM levels.

This Commission’s ultimate poal is direct
competiion among all generation options.
Eventually, generation and DSM may also comi-
pete directly, and the basis for reserving some
pordon of need for particular resource
categories may vanish. Until then, regnlators
must ensure that traditional utlity resources still
retaining market power do not displace cleaner,
smaller, more efficient allernatives,

X.OFs Entitled to Switch to
Final Standard Offer 4

A few QFs, dating back-to-the tme-when. - .

we were first developing standard offers, are
operating under contracts with provisions that
entitle them to switch to final Standard Offer 4.
These provisions were incorporated in early
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power purchase egreements at our direction in
"order to spur the development of the
independent power industry.

These QFs have been wailing as much as a
decade, which is approximatety how long it has
taken for us to develop final Siandard Offer 4
and for new capacity needs to appear. We did
not allow these QFs to switch 1o interim Stan-
dard Offer 4, but we made clear when we
adopted the second-price auction that these QFs
do not count against the MW limits and are not
required 1o bid. They are affected by the
second-price avction only 1 the extent that, like
the winning bidders, their prics is set by the
lowest losing bid. If they are dissatisfied with
the price, they need not exercise their right 10
switch but can wait for an auction in a later
Update.

Medifications to the existing auction for-
mat may complicate the switching process. For
example, if we were o adopt a discriminative
auction, there would likely be many different
winning prices. Which price does the switching
QF get? How is the switching QF's price
affected if residual emissions are factored mto
the bidding system?

In the future, parties proposing changes to
final Standard Offer 4 must indicate how
switching QFs would exercise that right under
their proposals, We will not entertain any pro-
posal that would requize such QFs 1o submit
competitive hids. Such a proposal would have
the effect of retroactively limiting the QFs’ con-
tractual right 1o switch.

We are today adopting a modification to
the existing format. As described previously,
the second-price auction now requires a bid
with separately staled energy and capacity
prices; the actual capacity price that a winner
receives js determined from ils energy price and
the result of the auction. We propose the follow-
ing procedure for switching QFs and invite
comment on the procedure in the next phase of
the Update.

Under our proposal, switching QFs would
submit an energy price under seal. After the
utility armounces the aucton result, switching
QFs that choose to exercise their right would
tell the utility to unseal their submitied energy
prices and compule & capacity price using the

game calculation metheds applicable to winning
QFs. A QF that chooses not to switch afier the
anmouncement would so notify the udlity, which
would immediately return the QF's energy price
submilttal unopened.

No environmentzl sdder or subiractor
would apply to payments under final Standard
Offer 4 o a swirching QF. Such QFs pet the
price resulting from the auction without having
its own residual emissions compared 1o those of
the TDR. This follows from the fact that the

switching QF is an existing resource and, unlike -

the winning bidders, is not deferring or avoiding
the TDR. Staied differently, the QF that is con-
tractually entitled 1o switch has the same impact
on system emissions whether or not it exercises
that right. For similar reasons, switchmg QFs do
not qualify for a fuel diversity premium.

¥1. Bidding by Standard Offer 1 OF's

[171 PG&E proposes that, pending further
study, QFs currently holding Standard Offer 1
contracts be harred from participation in final
Standard Offer 4 bidding. PO&E concedes that
such (QFs are eiigible to participate under cur-
rent ruies, but asserts thal ratepayers might real-
ize significandy higher benefits from new QFs
winning the final Standard Offer 4 auction as
compared 1o winning Standard Offer 1 QFs.*”
Standard Offer 1 does not contain a contractual
rght to switch o final Standard Offer 4, sa
PG&E's proposal effectively bars all Standard
Offer 1 QFs from ever bidding for a final Stan-
dard Offer 4 confract, except perhaps through
nepotiation with the utility.

No other party supports PG&E’s proposal,
while DRA. and Chevron actively oppose the
proposal,

We have no desire 1o "freeze” the status of
Siandard Offer 1 QFs. In fact, to the extent that
such QFs are technically and otherwise able 10
provide firm energy and capacity, they should
be encouraged to do so and should have access
to appropriate conlracts for firm power sales.
All parties acknowledge that firm sales have
greater value to the purchasing utility than do
as-available sales. Furthermore, on 2 nameplate
rating basis, a firm QF can avoid utlity
resources up to the full amount of the QF's

PUBLIC UTILITIES REPORTS — 124 PUR4th

capacity commitment, while an as-available QF
can avoid only its “effective” capacity.

PG&E is concerned that some portion of

an IDR's cost-effectiveness depends on savings
atiributed to lower energy payments o Standard
Offer 1 QFs. If the IDR constinutes a significant
fraction of the utility's system, and if the IDR is
replaced by Standard Offer 1 QFs, and if the
apction produces mo discount from the IDR
price, then (PG&E posits) the tesuling QF mix
might not be cost-effective compared 1o the
IDR. This hypothetical concern seems very
remote. .
It is mue that Jower ronning costs are a
major element of an IDR's cosl-effectiveness,
end that payments to QFs receiving short-run
marginal cost-based energy paymenis are 4
major element of a utility’s running costs. How-
ever, Standard Offer 1 QFs are a small fraction
of the QFs receiving such energy payments, and
fhere is mo Teason to think that all Standard
Offer 1 QFs would be successful bidders, lo the
exclusion of ail other bidders in & given auction,
even assuming that they could satisfy the sub-
stantially more arduous performance Tequire-
ments of final Standard Offer 4.

Moreover, the participation of Standard
Offer 1 QFs in the second-price auction could
result in a lower price to all successful bidders.
Tn short, the analytical inconsisiency identified
by PG&E is unlikely io be significant and could
easily be more than off-set by the benefits
resulting from Standard Offer 1 QFs” participa-
fion in the auction, -

Thus, we will allow Standard Offer 1 QFs
to participate in the final Standard Olfer 4 auc-
tion, so long as such a QF provides new capac-
ity, e.g., by expanding its plant or committing to
firm 0peration.51 If that QF is successful in the
auction, the purchasing vtility should count the
QF's capacity toward the MW limit, using the
appropriate  nameplate-to-effective  capacity
conversion factor when comparing the QF's
system contribution under Standard Offer 1 and
final Standard Offer 4. The QF would alse
receive environmental adders and a fuel diver-
sity premiurn, if applicable, to the extent of its
new capacity.

XIL. Demonstration Projects

[18] Texaco proposes that this Commis-
sion implement in the BRPU one of the CEC's
recommendations in ER-90.°% Specifically, the
CEC wrges municipal and investor-owned uiili-
lies to consider contracts that encourage not-
utlity generation techmology development.
Such contracts, in the CEC's view, would carty
a hipher price tag (in propordon o the risk
inherent in demonstration projects) than con-
tracts with developers using provesn, commer-
cially available technologies; however, the CEC
suggests that demonsmration of new technolo-
gies is in the long-run public interest and that
the public "investment” in such demonstration
could be protecied through appropriate licens-
ing provisions or discounts from purchases
made during commercial application. {See gen-
erally ER-90 aipages 8-9 10 8-10.}

Texaco and the CEE believe the standard
offers are not suitable for demenstration proj-
ects. According to the CEC, nonstandard con-
racts are needed “"wilth adequate payment
mechanisms to provide incentive for such proj-
ects. Such payments could include fixed capac-
ity and/or energy payments for the duration of
the project's demonstration phase.” (ER-50 at
page 7-19.) Texaco recommends that these con-
racts be individually nepotiated between the
project sponsor and the utlity.

Under Texace's proposal, there would be
an "allocation” in each BRPU of 300 MW for
demonstration projscts.S?' The allocagon would
be considered nondeferrable and would not be
subject v the final Standard Offer 4 bidding
process. Also, the allocation would be cumula-
tive, so that if some part of the allocation were
not coniracted for in a given update cycle, those
MW would be added 1o the 300 MW allocated
in the next updale cycle. ‘

Texaco is nor suggesting that these alloca-
fons be treated as a set-aside: In other words,

_pon-utility demonstration projects would not

bid against each other in a separate forum, nor
would the contracts awarded under the alloca-
tion count against the purchasing utility's need
for new resources, as determined in the BRPU, ..
Eligibility for the allocation would be contin-
gent on a determination by the CEC that the
candidate project is a “research, development,
or commercial demonstration project” within
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the meaning of Public Resources Code §
25540.6(e).

Other parties withhold judgment on
Texaco's proposal. DRA and the CEC believe a
complete resolution of issues relating 1o demon-
stration projects would greatly exceed the scope
of Phase 1B. They are tight. Texaco's position
has some relevance to such Phase 1B issues as
the HR-derived base case and power purchase
oppornumities arising between updates. Our dis-
cussion here does not purport to be a compre-
hensive approach to the regulatory and rate-
making treatment of non-utility RD&D.

First, we apree that any demonstration
project should not count against “need” for pur-
poses of BRPU. A uility fills need with
dependable resources. A technology stll in
some siape short of successful commercial
demonstration may well prove dependable, but
there is no assurance that it will. Thus, we are
unwilling to allew demonstration projects 1o
defer other resources.

Second, ER-30 recommends that “these
special contracts be made available 1o no more
than 300 MW. . . in any Eleciricity Report
cycle.” (ER-90 at page 3-10.) The potential
under Texaco’s cumulative allocation proposal
for a huge number of MW in a single ER cycle
is risky and inconsistent with the CEC's recom-
mendation. Any such allocation should be non-
cumulative.

Third, the BRPU is not suited to determin-
ing the value 1o ratepayers of demonstration
projects in general or of particular demonstra-
tion projects. The CEC in its demonstration sit-
ing decisions determines such issues as whether
a project (1} qualifies as a demonsiration project
and (2) has demonstration benefils for Califor-
nia that justify the project’s cosis. These deter-
minations should assist the project sponsor in
negotiating a nonstandard contract with a utility.
As DRA notes, this Commission has approved
many nonstandard contracts, both before and
afier the creation of the standard offers. We
believe our past decisions on nonstandard con-

quate guidance for demonsiration project spon-
sors at this time.

NI, Consideration of Unceriainty
and Strategic Preferences

[1%] All resource planmning decisions deal
implicitly or explicifly with uncerlainty.” Deal-
ing with uncertainty generally requires formula-
tion of a strategy based on the risk preferences
of the decision-maker, Cur experience with
long-an standard offers teaches that uncer-
tainty should be dealt with explicily in the
planming process, that known risks should be
quantified, and that strategic elements should be
built into the resource plan 1o respond 1o those
:t'isks.5 )

The controversy Cconcermning uncertzinly
analysis is not whether but where o do 1t. The
CEC tecommends that all such analysis be
confined to the ER process as part of the CEC's
insegrated assessment of need. If changes occur
following adoption of an ER, such that the anal-
yses and conclusions require revisiting, then the
CEC sugpesis "a cooperative process with the
CPUC" whereby the CEC could 1ilor its con-
sideraton of these changed circumsiances "o
meet the immediate needs of the BRPU's acqui-
sition process. [But the CEC opposes] any pro-
cedure that amomatically and rovtinely mvites
the [ER parties] to relitgate, in the BRPU, the
need assessments and uncertainty issues that

_are fully examined and decided in the [ERL"

CEC Phase 1B Concurrent Brief, pages 32-33.

All other parties taking a position on this
issue oppose the CEC. PG&E puts it most suc-
cinctly in advocaling that "any Commission
which perferms resource planning analysis
should also conduct uncertzinty analysis.”
PG&E Phase 1B Concurrent Brief, page 101.

We have decided to continue including
uncertainty analysis and strategic preferences in
our consideration of resource plans in the
Update. This decision could easily be miscon-
strued, s0 we begin by correcting two faulty
perceptions regarding our relationship with the
CEC.

First, the CEC and the CPUC are not
éngaged i a tg-of-war over electrcity
resource planning, The task is to cogrdinate the
two agencies’ resource planning efforts. Start-
ing with D.86-07-004, the CPUC has committed

[N
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1o make final Standard Offer 4 solicitations
consistent with the CEC’s assessment of need
i its current ER. Both agencies agree that
achieving the "consistency" we seek has both
procedural and substantive aspects. For
example, CPUC determinations in various
proceedings on wility costs and rate design
mmst feed into the ER process, just as CEC
projections of supply and demand in the ER
must [eed into the BRPU. We will have more Lo

say below about consisiency. The point for now |

is that the present dialogue on this subject has
beer going on for some time znd has been
actively encouraged by both agencies. It has
produced better understanding, increased direct
parricipation, and improved information flows
ai both agencies, and California resource
planning is the better for it.

Second, we do not intend, under the Tubric
of uncertainty analysis, to undermine the ER-90
forecasts or somehow compensate for perceived
deficiencies in the ER process. ER-90 is the
third Electricity Report to involve coordination
with final Standard Offer 4. During that time,
fhe CEC generally has been responsive to ow
BRPU decisions and has refined the ER process
in ways that answer many of our concems.
There are many examples: the common use of
ICEM at both agencies, improvements 1o the
analysis of aging power planis, the CEC's own
analysis of uncertainty, and the progress in
evaluating non-price factors, to name a few. Not
long aga, the CEC and the CFUC teated
resource planning in different ways using differ-
ent terminology. Increasingly, the ER/BRPU
cycle uses shared anelytical tools and 2 com-
mon language to address what both agencies
believe 1o be the key issues.

Nevertheless, the CEC and the CPUC per-
form different functions in relation to resource
planning. As long as that is so, the translation of
ER findings into a final Standard Offer 4 solici-
tation can never be wholly minislerial.

The CPUC is charged with establishing
just and reasonabie utility rates. It projects util-
ity costs, computes the.revenue requirement,
and ereates rate schedules to meet that require-
ment. These responsibilities explain why the
CPUC and not the CEC has always conducted
the QF program, since it is the CPUC thal deter-

mines the marginal utility costs from which
avoided cost paymenis to QFs are calculated. It
iz also the CPUC, and only the CPUC, that can
review the reasonableness of uiility expenses.

Given our obligation to ensure that utility
rates are just and reasonable, we are also
obliged o ensure that the resource plans on
which final Standard Offer 4 sclicitations ate
based incorporate approprialz hedging sirate-
gies. Such strategies will proiect ratepayers
from undue exposure o increased costs, should
the future differ from our forecasts, as it surely
will to some degree, (Cf. D.88-19-026, 29
CPUC 2d 263, 272-73 [19881.)

We would want to do some analysis of
uncertainty and consideration of hedging sirate-
pies even were we to agree entirely with the ER
"base case” resource plarming assumptions and
subsidiary findings. Herg, we have reached Gif-
ferent conclusions fom ER-90 on several mat-
ters, most importanily, how o pay final Stan-
dard Offer 4 QFs and how 1o value air quality
and fuel diversity. These are further reasons
why the utlity compliance reports should con-
tain uncertainty analysis that responds to our
directions here as well as assumptions from
ER-90.

For several agencies io perform somewhat
overlapping analyses is not a planning failure, it
is inevitable in something with as many com-
plex ramifications as electricity resource plan-
ning. Indeed, resource planning can be no one
agency's exclusive domain. Bach of these
entitiess—the CEC through forecasting and
energy efficiency standards, the CPUC through
ratesetting, the Alr Resources Board and local
air management districts through air guality
regulations—strongly and legitimately affects
resource plannming. Each agency has its own
perspective, conditioned by its own expertise
and statulory mission. As joint problem solvers,
we can ensure that resource plan "solutions” are
sufficiently robust to meet the many goels and
programs electric ntilities must satisfy.

In conclusion, the utlity compliance
reporis in the next phase of the Update will

reflect directions in this decigsion and in D90-

03-060 (36 CPUC 2d 2 [1990]) (our Phase 1A
decision) 1o the extent such directions differ
from ER-90. We expect that these differences
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may affect the type and timing of IDRs and
possibly suggest different hedging strategies.
However, we also expect to meet our
commitment to tailor the ensuing OQF
solicitation to ER-90s integrated assessment of
need. The "barebones" analysis, which is
ICEM’s starting point, shonld draw its demand
and fuel price forecasts for each utility from
ER-90 (cf. D.90-03-060, 36 CPUC 24 2, 48-49
[1990]), and the total MW in the solicitation
should not exceed the needed capacity
identified by the CEC for each uility over the
next eight years in ER-90. (Cf. D.86-07-004, 21
CPUC 2d 340, 373 [1986], and D.88-09-026,
29 CPUC 2d 263, 272-73 [1988].)

XIV. Starus of Standard Offer 2

{201 We asked the parties in this phase of
the BRPU to make recommendations on the
future rele of Standard Offer 2. We agree with
the general consensus that final Standard Offer
4 should be our primary inswument for directly
involving QFs in resource procurement, We do
not rule out Teinstating Standard Offer 2, pro-
vided that such reinstatemnent is accompanied
by certain modificetions, and is for a Limited
amount of dme and capacity. Standard Offer 2
may also be useful as a mode! for some kinds of
nenstandard contracts. We do not envision mak-
ing Standard Offer 2 available on an ongoing
basis.

A. Background

Standard Offer 2 is a short-run offer in that
it uses short-run principles to determine energy
and capacily prices, but it has some important
characteristics of z leng-run offer. It is a long-
term commitment by the QF. Standard Offer 2
contracts can be for as long as 30 years and
cannot be cancelled at the QF's election.

Also, in contrast to the other short-run
offers, the Standard Offer 2 capacily price is
projected at the fme the confract is signed,

“iising the full anmualized cost of & combustion

turbine, and fixed and levelized for the whole
term of the contract.”’ The Standard Offer 2 QF
delivers "firm" energy and capacity. It is penal-
ized for failing 1o meet a sringent availability

requirement during the purchasing uility's
peak, and it can also earn bonus payments by
substantially exceeding that minimum availabil-
ity requirement.

Oripinally, 2 new QF could sign a Standard
QOffer 2 contract at any time, and without regard
either 1w the number of QF megawatts already
under contract or on-line, or o the purchasing
ntlity’s need for new capacity. These factors

"led us to suspend the availability of the offer>®

We later reinstated Standard Offer 2 but only for

SDG&E. We also limited the availability of the

reinstated offer to a specified ime and lotal
. : 59

capacity of new QFs.

B. Final Standard Order 4 Is Generally
Superior 10 Standard Offer 2

Standard Offer 2 was important in the
early days of the standard offers. It has a front-
loaded payment structure with fixed capacity
prices. Stzndard Offers 1 and 3 have neither fea-
ture, so Standard Offer 2 was virtally the only
contract suitable for capital-intensive QFs both
before the availahility of interim Standard Offer
4 and after we suspended the latter offer.

Unfortunately, Standard Offer 2 suffers
from the same deficiency as interim Standard
Offer 4 in not being clearly ded to a determina-
tion of deferrable MW. Amnother disturbing
aspect of Standard Offer 2 is that, although itis
a long-term commitment by the utility and QF,
its energy payments are tied to the purchasing
utility*s shori-run marginal cost. This in effect
increases the ratepayer's exposure to rising oil
and gas prices even if the QF is not oil/gas-
fired.

We have suggested previously that Jtan-
dard Offer 2 might have a role io play in acquir-
ing non-fossil QFs, ar least those that could
meel the offer's requirement o provide firm
capacity. However, we believe that modi-
ficalions made in today's decigion to final Stan-
dard Qffer 4 have removed any bias against
such QFs, so there is nc jonger a special "envi-
ronmental" role for Standard Offer 2 to play.60

C. Future Role of Standard Offer 2

If final Standard Offer 4 works as
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intended, even a limited reinstaternent  of
grandard QOffer 2 should be unnecessary.
Wevertheless, we hesitate to rescind the offer
entirely, given the difficulty we've experienced
in developing a satisfactory long-run offer.

Should we decide o reinstate Slandard
Offer 2 for whatever reason, we expect that the
yeinstatement would be limited as it was for
SDG&E. The limitations would include block
pricing and caps on the dme and the total
capacity for which the offer would be available,
Also, the fuel price risk menticned above
chould be mitigated by appropriale indexing of
the energy payment if the QF is not oil/gas-
fired. Finally, the queue management rules
should be improved to resolve oversubscription,
a5 oceurred during the SDG&E reinstatement.

We also recognize thar wilities will con-
figue 1o Teceive requests for nonstandard con-
wracts from QF developers for whom the avail-
able standard offers are unsuitable. Cne
example is waste-o-energy QFs. We are inter-
ested in encourzging this technology, which
promises both energy and enviromrental
benefits. However, it is & capital-intensive tech-
nology that our experience shows has a long
and uncertain lead time. A nonstandard power
purchase agresment drawing many of jts provi-
sions from Standard Offer 2 may prove to be
the most appropriate contractual vehicle for
such QFs. Our past decisions on nonstandard
contracts should gride the utility and QF m
negotiating such contracts.

XY, Prehearing Conference

Many tasks await us in the next phases of
the BRPU and in our investigation of transmis-
sion wheeling service and cost allocation. Con-
sultadon with - the parties is appropriate 1o
schedule and coordinate these tasks. The
assipned ALJs should prompuly notice a joint
prehearing conference for these proceedings [or
this purpose. The parties should consider the
following priorities in formulating their schedul-
ing propasals. D .

Qur 1op priority in the BRPU is to make
changes o final Standard Gifer 4 and the auc-
tion protocol consistent with today's decision,
These conforming changes should not be cen-

tentious. In the past, the utilities, QFs, and DRA
have drafted the precise coniract language used
in the fina} Standard Offer 4 power purchase
agreement, following general directions pro-
vided in 12.86-07-004 and other decisions. The
product of these drafting efforts was reviewed
in the same manner as other types of stipela-
tions and settlements, with oppormmity for
objecting parties w be heard. The same process
shonld work now. Interested paries should be

" prepared at the prehearing conference 1o sug-

gest a meeting schedule to begin the joint con-
ract drafting effort,

Our second priority in the BRPU is 1o con-
duct the next phase of BRPU reviewing uiility
resource plans in response o ER-50 ("ER-90
phase"). That phase will commence with utility
zesource plan compliance reports filed nine
weeks after the effective.date of wday’s deci-
sion. (Cf. D.88-09-026 [29 CPUC 2d 263
{(1988)] Appendix B.) We intend 10 complete
the ER-90 phase m time for a final Standard
QOffer 4 auction in early 1992, !

The transmission investigation must be
closely coordinated with the ER-9 phase of the
BRPU, We anticipate issuing an interim order in
that investigation soon. The interim order will
analyze the initial and reply comments and the
respondents’ data production pursuant to e
Tarmuary 10, 1991 Assigned Commissioner’s
Ruling. We also amricipate the interim order will
give general policy directions, from which the
parties 1o the transmission investigation may
rethink their own proposals and begin discus-
sion with other parties aimed at narrowing the
issues.

Qur third priority in the BRPU is Phase 3,
the methodology phase. We update a number of
things in the BRPU besides resource plans. (See
gererally D.88-03-026 {27 CPUC 2d 3502
(1988)].) Alsc, changes in natural gas regula-
tion require some rethinking of our method for
calculating short-run marginal costs. On the
other hand, we do not intend Phase 3 t open up
every question in the history of the QF program.
In particular, no maiter resolved in today’s deci-
sion is subject to reconsideration in Phase 352
Any party proposing an issue for Phase 3 shall
be expected al (he prehearing conference to jus-
tify inclusion of that issue, stating specific rea-
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sons  demonsirating  its  dmeliness  and

importance,
NV, Comments on Proposed Decision

Pursuant to Public Udlities Code Section
311 and owr Rules of Practice and Procedure,
the ALJ's Propesed Decision was published on
April 19, 1991; parties thereafter had an oppor-
nmity to file comments and reply commens. >
We have considered the comments and have
changed or clarified the Proposed Decision in
various ways. All of the principles of the Pro-
posed Decision are affimned, but we have
adapted several suggestions that will make
implementation of those principles easier or
more precise.” We address certain additonal
points below,

Some of the utility commenters object 1o
the discussion of the "transmission bottleneck"
{Section T.A) on the grounds that ransmission
issues were relegated w 1.90-09-050. This is
inaccurate. Utility proposals tegarding line
losses and interconmection costs were properly
deferred o 1.90-09-050, but the discussien in
Section IMLA deals, not with those proposals,
but with competition. Mereover, the discussion
responds 1o utility advocacy of all-source bid-
ding, an issue which the assigned ALJ ruled
{over QF objections) was germane 1o this phase
of the BRPU, The relevance of mansmission o
competiion in electric generation is well-
established and has been exhaustively reviewed
by this Commission as recently as its decision

_on the proposed merger between SDG&E and

Edison. {(See generally D.91-05-028
PUR4h 225 (19913].)

We emphasize that our remarks in Section
TILA go 1o the namre of boteneck facilities in
general. We do not find, nor should any infer-
ence be drawn, that any of the tespondents has
made improper use of its ransmission facililies.

TURN expresses concemn that the rate
impacts of today's decision, especially the treat-
ment of residual emissions, are not quantified.
We think TURN is premature, The rate impacts
must be quantified in the context of utility
resource plans. These will be filed in the next
phase of the Update.

In the meantime, we have many qualitative

[122

assurances that we are doing the right thing for
ratepayers. We start with an optimal wility strat-
egy for meeting energy and air guality needs,
We arrive at that strategy by considering uncer.
tainty and strategic preferences. Timing will be
an issue (e.g., are we spending too much ioo
soon?) We then go through an acquisition pro-
cess designed o secure for ratepayers equiva-
lent benefits at a cost that is likely to be lower
fhan what the utility would have to spend @
provide those benefits on its own.

All parties must Tecognize, however, that
internalizing environmental cosis will have a
rate impact. Many things will be necessary to
minimize that impact, most imporiantly, coordi-
nation between - the uiilities, the CPUC, the
CEC, and the air quality regulators.

Many commenters have asked that we
expand on the proposed decision's discussion
of workshops. We note, first, that the workshops
are technical int nature; they are not for the pur-
pose of creatng policy but insiead serve io
ranslate our policies, set forth in wday's deci-
sion, into the technical terms necessary to
implement those policies through the final Stan-
dard Offer 4 contract and bidding protocel.

Second, we have for the most part declined
1o go into detail on what contractual 1erms must
be developed to implement today’s decision.
While we think our policy discussion is clear,
the parties undoubtedly have greater technical
expertise, which is why we are holding work-
shops in the first place. Should disagreements
develop over what our policy requires, the
workshop participants can present COnsensus
views where consensus is reached, and propose
allernative Tesclutions where disagreements
remain. We can then review these results for
consisiency with soday’s decision.® At the
prehearing conference (ses Section XV abave),
the assigned ALJ should solicit the parties’ sug-
gestians for the timing and conduct of the work-
shops.

Findings of Fact

1. Growih in QF capacity in Catifornia has
pccurred in part because uilities are now
legally required Lo interconnect with QFs and Lo
buy their output under terms and conditions
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supervised by this Commission.

2 Much of the ulilities’ market power in
relation io QFs comes from utilities’ control
over ransmission.

1. For the foreseeable furure, the [Tansmis-
sion sector of the electric industry will remain a
narural menopoly.

4. Wheeling of QF power is an effective
means of promoting competition in electric gen-
eration. Competitive markets have many
buyers, many sellers, and ready access between
the two.

5, By quantifying the value of fuel diver-
gity and environmental guality, the CPUC can
expand the ways in which different resource
options compete and can increase the likelihood
that the chosen options, all things considered,
provide the grealest value 1o Tatepayers.

6. We nezd o improve the way we account
for the value of DSM to ensure a fully competi-
tive resQUrce procurermnent process. .

7. For supply options, both the CPUC and
the CEC use ICEM; for DSM, both agencies
use the Standard Practice Manual for the Eco-
nomic Analysis of Demand-Side Management
Programs. The differing methods for quantita-
sive analysis thwart afforts to direcily compare
supply options with DSM.

8, We are committed to head-to-head com-
parison of DSM and supply options in the plan-
ning process.

9. All-source bidding is a necessary com-
ponent of a fully competitive resource procure-
ment process, but we are not yet ready for all-
source bidding. First, opening the aucton io
non-QF entities irrespective of the market
power such entities may have will weaken com-
petition, not increase it. Second, the QF cale-
gory has not outlived its usefulness.

10. The electricity market stucture has not
yet changed so that future QF projects have
assurance that they can compete fairly.

11. CPUC policy allows competition by all
technologies, without setiing aside any given
amount of capacity for non-fossil technologies

to further envirenmental or fuel diversity-goals..—. .

12. The impact of new electric resources
on water and land use should be addressed in
future Updates and Electricity Reports.

13. The value of fuel diversity depends on

assessing the financial risks of relying too much
on a given fuel, and on calculating how best to
insure agamst those risks.

14. The producers (including utilities) that
create poliution have generally not had 1o bear
all the costs of pollution but have insieacd
"exlernalizad” a substantial part of those costs
o society as a whole. The uilities logically
should bear their fair share of such costs.

15. Acguiring "fuel diversity” for Califor-
nia wililies means increasing the proportien in
their resource mix of eleciricity generated by
plants that do not rely on oil, coal, or natural gas
as their primary fuel source. Some technologies
burn small amounts of natural gas, e.g., gas-
assisted solar, A power plant using such a ech-
nology would still be considered non-fossil if it
uses natural gas for no more than 25% of its
total energy input during a-calendar year.

16. Analysis of air quality impacts has
been spurred by recent siate and federal clean
air legislation and actions by local air manege-
ment districts. California untilities, along with
other major sources of air pollutants, are facing
major clean-up costs now or in the near future.
Air basins in California must now achieve
armual reductions in total emissions of specified
air pollutants, and (his will inevitably affect how
each electric utility plans and operates its sys-
lem.

17. Coneentrations of criteria pellutants in
excess of AAQS are unhealthy. When the con-
centration of a given criteria pollutant in an air
hasin regularty violates AAQS, the air basin is
designated a non-attainment area. PG&E,
SDG&E, and Edison all serve major metropoli-
tan areas that are also non-attainment areas.

18. Many pollutants are produced when
fossil fuels are burned. T partienlar, burning oil
and gas will produce NOx. The CEC notes that
in its ICEM analysis, NOx was the cnly poliu-
tant whose value actually affected the timing of
new tescurces, and NOx accounted for almost
half the total value auributed to residual emis-
sions.

19. Ajr quality (and the lack of it) has mea-
surable impacts on productivity at work, enjoy-
ment of leisure, and the length of life spans.

20. Eleciric generation serving Califormnia
continues 1o be fueled primarily by oil, natural
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gas, and coal.

21, A resource plan is a "least cost" plan if
{among other things) it resulis in reasonable
costs under the most likely future case and does
not result in-unduly high costs under allernative
cases with a significant likelihocd of occur-
rence. Fossil fuels are currently cheap and plen-
tifsl, but there is short- and long-term risk in
assumning that they will continue to be so.

22. Developing resources that rely on
alternative and renewable fuels will {1) cushion
the impact of price shocks in fossil fuel mar-
kets, (2) help to avoid such shocks by lowering
demand and extending current supplies of fossil
fuels, and {3) improve the efficiency and cost-
competitiveness of non-fossil technologies.

23. Assigning moenetary values seems the
best way o begin analyzing how environsnental
guality and fuel diversity should figure in the
pianning and acquisition of eleciric resources.

24. Using 2 fuel diversity premium instead
of set-asides in acquiring non-fossil generation
enables a better accounting for the benefits and
costs of non-fossil generation than does set-
asides.

25. This process (using a fuel diversity
premium instead of set-asides) differs from
ER-O0's, but the purpose is identical and the
result should be substantially the same, namely,
filling the generation portion of need with a mix
of fossil and non-fossil resources not exceeding
the wtal MW of new generation found needed
for each respondent utlity in ER-90.

26. Where a utility's service area overlaps
several air basins, values for residual emissions
should come from the most significant air man-
agement district for that service area,

27. The air guality adder (subtractor} is an
adjustment to the QF's energy payment and is
separatzly computed for sach pollutant by com-
paring the QF's emission rate to the [DRs.

28. Society cannot reasonably expect to
get the clean air that society values without
offering to pay for it. In fact, offering to pay will
stimulate the competition that should ultimately
drive down the cost of clean air.

" 28, If we value émissions for in-staie proj-
ects but not for out-of-state projects, we confer
an enormous competilive advantage on the Jat-
ter for no reason other than that they foul some-

one else’s air. But a policy of "exporting” poliu-
tien would not work if ofher states were 1o
adopt a similar policy, and it would not work iIn
any case because pollution, once emitied, does
not respect state lines.

30, If more clean generation is added to an
interconnected utility system, the utility can
reduce its reliance on its dirtier planis.

31. A set-aside, compared to a single bid-
ding arena for all technology types, will
increase the cost 1o raiepayers of acquiring
non-fossil resources,

32. Non-fossil QFs will have a substantial,
value-based advantage in any auction using a
fuel diversity premium.

33. Investment theory has teached a point
where the value of diversification ought to be
calculable, and 1t ought 10 be incorporated into
any kind of least cost resource planning,
whether from the iradiional or social perspec-
tive,

34. The udlities have minimal experience
with building non-fossil generation. The QFs
themselves should be z better source for the
capital costs of non-fossi! and renewable tech-
nologies.

35. A cogenerator that cleans up 120% of
its emissions is cleaner, from a social perspec-
tive, than a non-fossil plant with zero emissions.

368. As the cheaper offsets are bought up
and offset sellers become better informed, the
price of offsels should rapidly approach the
buyer’s marginal cost of emission control.

37. The prescribed 15-year ferm now in
final Standard Offer 4-is not Iikely to be a good
deal for ratepayers, Diversity is jeopardized by
a limitation on contract length that puts non-
fossil and renewable QFs at & disadvantage.

38. The udlity may be considering 10-15
year plant life extensions that involve energy-
related capital costs or power purchases of such
length with a high level of fixed costs. There
may be QFs interested in deferring IDRs with
such shorter lives, and we want 1o explore this,
at least untl experience demonstrates a Jow-end
threshold for Period 2.

39. Levelization représents far less fromt-
loading than we allow utilities in their recovery
of capital investments.

40, The CEC's latest findings on potential

ialals
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IDRs suggest that the difficulty in financing
capital-intensive QFs will be greater than we
anticipated when we chose 10 totally exciude
front-loading from final Standard Offer 4.

41. QFs have not demonstrated that their
financing rtequires levelization of anything
besides shortage costs,

42, Different power plants have differeni
cost streams. Some have high fixed and low
yeriable costs, while others have low fixed and
high variable costs. The latter category includes
plants that chiefly rely on oil or gas; all other
plants fall into the former category.

43. The current auction requires all QFs 1o
bid a capacity price expressed as a percenlige
of the capital costs of the IDR. For non-fossit
{)Fs, all other costs are recovered through vari-
able payments equal to the variable costs of the
IDR. This puts capital-intensive QFs at a disad-
vantage, relative to oil/gas-fired QFs, when hid-
ding on an IDR, such as a combined cycle, with
a low fixed and high variable cost structure.

44, California utilities remain highly
dependent on oil/gas-fired resources.

45. Bidding energy and capacity has many
advantages. First, it permits all types of QFs w
bid & payment stmuctire apprepriate to their
technology. The current bidding system favors
(Fs whose cost structure is similar to that of the
IDR. Second, such bidding shields ratepayers
from undue fuel price risks. Third, having a
more accurale picture of the QF's energy cost
means that utilities can dispaich the sysiem
more efficiently.

46. Linking variable cost payments io 2
QF’s own cost sweam should enzble the pur-
chasing utility to make more efficient curtail-
ment decisions and should make QFs indiffer-
ent 1o such decisions. In particular, those QFs
(e.g., solar} whose fuel source makes it hard for
them o curtail should benefit since their low
variable costs will virmally eliminaie the possi-
bility of economic curtailment.

47. The uniform pricing in a second-price
auction conforms much more closely to the
market-clearing price of a competitive market
than does discriminative pricing in a first-price
auction.

48. The bidder In a second-price aucliorn
has a strong incentive to bid a price reflecting

its true marginal cost. The result is thal the
second-price aucton reveals bidders’ relative
costs quite accurately and awards comntracls to
the Jow-cost bidders.

49. The bidder in & first-price ancionhas a
strong incentive o bid more than its marginal
cost. Thus, under a firsi-price suction, bids are
higher than under a second-price ancton. Also;
the first-price auction doesn’t necessarily award
contracts o low-cost bidders, but rather 1o
bidders who are good at guessing how much to
infiate their bids and stll win.

50. California policy-makers are sensitive
to the problem of regulatory costs. The CEC,
which provides one-stop siting for major ther- -
mal power plants, was created in part to reduce
or eliminate such costs; the Permit Streamlining
Act is another legislative response to the prob-
lem. Our joint effort with the CEC 1o coordinate
QF procurement with the CEC's integrated
assessment of need is similarly motdvated.

51. In the BRPU we are rying to internal-
.ize pollution costs in the resource procursment
process. This is similar 1o the rate design princi-
ple that the person causing specific costs should
bear them. This principle is entirely consisient
with a market-orienied philosophy of regula-
tiom,

52. Regulatory costs are real costs that we
fold mio our resource procurement process. The
IDR's estimates include estimated costs for per-
mitling and environmental mitigation. Those
estimates are known to the bidder in advance,
and the bidder can meke its own judgment of
siting risks compared 1o those of the IDR.

53. The second-price auction is the logical
extension of full avoided cost, with the lowest
losing QF replacing the IDR as the price bench-
mark whenever QFs offer more capacity than
the mility seeks.

54, Qur resource procwrement process is
sufficiently flexible 1o consider differential
impacts of various resource cptions on such
things .as transmission costs, environmental
quality, and fuel diversity, All that is necessary
is that the QF know before bidding what costs i

—will be expected to bear and how the benefits
that it offers the ratepayer will be paid for by the
utility.

53. Exact estimates of IDR costs are crifi-
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eal, but the ER/BRPU cyele contains safeguards
that may be adequale io ensure the eredibility of
the IDR benchmaerk.

56. We may be able to limit contraversy in
future Updates by establishing 2 set of check
points lo link specific medifications to final
Standard Offer 4 with specific achievements in
providing  trapsmission-only service and
evaluating non-price factors.

57. Tt should be to California uviilities’
advantage o use QFs to prompt betier lerms
from non-QF sellers.

58. The ER/BRPU process preserves a
niche for QFs and DSM without disabling the
utilities from pursving the universe of resource
options.

59. Uncommitted DSM consists of pro-
grams that are not currently in place but that the
CEC expects to receive regulatory approval
during the forecas: period.

60. This Commission’s uliimate goal is
direct competition among  all generation
options. Eventually, generation and DSM may
also compete directly, and the basis for reserv-
ing some portion of need for particular resource
categories may venish, Undl then, regulators
must ensure that traditional utility resources still
retaining market power do not displace cleaner,
smaller, more efficient alternatives.

§1. We propose the following procedure
for switching QFs and invite comment on the
procedure in the new phase of the Update,
Switching QFs would submit an energy price
under seal. After the nlility announces the auc-
tion result, switching QFs that choose to exer-
cise their right would tell the utility to unseal
their submitted energy prices and compuie a
capacity price using the same calculation melth-
ods applicable 10 winning QFs. A QF that
chooses not lo switch after the armouncement
would so notify the udlity, which would imme-
diately return the QF's energy price submittal
unopened. If a QF that submitted an energy
price fails, within 30 days of notification by the
utility of the auction result, to notify the utlity
of its decision whether o swiich, it would lose
its Tight 1o switch for purposes of (hat auction
only, and the utility would retumn the unopened

. energy price submiltal.
62, Lower running cosis are a major ele-

ment of an IDR’s cost-effectiveness. Payments
1o QFs receiving short-run marginal cost-based
energy payments are & major element of a
utility's running costs. However, Standard Offer
1 QFs are a small fraction of the QFs receiving
such energy payments, and there is no reason o
think that all Standard Offer 1 QFs would be
snccessful bidders, to the exclusion of all other
bidders in a given ancton, even assuming that
they could satisfy the substantially more ardu-
pus performance requirements of final Standard

Ofler 4.

63. The participation of Standard Offer ]
QFs in the second-price anction could result in
a lower price Lo all successiul bidders.

4. The BRPU is not suiled to determining
the value to ratepayers of demonstration proj-
ecls in general or of panicula.r.demonsUation
projecis.

65. Our past decisions on nenstandard
contracts and on utility/QF negotiations give
adequale puidance for QF dernonstration proj-
act sponsors at this time.

66. Our experience with Jong-run standard
offers teaches that uncertainty should be dealt
with explicily in the planning process, that
lmown risks should be quantified, and that sira-
tegic elements should be built into the resource
pian to respond 1o those risks.

7. We do not intend, under the rubric of
uncertainty analysis, to undermine the ER-50
forecasts or somehow compensate for perceived
deficiencies in the ER process.

68. For several agencies to perform some-
what overlapping smalyses is not & plaming
failure, it is inevimble i something with as
many complex ratifications as electricity
resource planning. Resource planning can be no
one agency's exclusive domain.

69. Standard Offer 2 is a shart-run offer in
that il uses shorl-run principles to determine
energy and capacity prices, but it has some
important characteristics of a long-run offer.

70. Standard Qffer 2 suffers from the same
deficiency - as inlerim Standard Offer 4 in not

being clearly ted to a determination of deferra-----—-

ble MW, Also, although Siandard Offer 2 is 2
Jong-term commitment by the utility and QF,
epergy payments are tied io the purchasing
utility’s short-run marginal cost. This increases
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{he ratepayer's exposure fo Tising oil and gas
rices even if the QF is not oil/gas-fired.

71, I final Standard Cffer 4 works as
intended, even & limited reinstatement of Stan-
gard Offer 2 should be unnecessary. Should we
Jecide 10 reinstate Standard Offer 2 for what-
ever reason, we expect that the reinstatement
would be limited as it was for SDG&E. Also,
the fuel price risk should be mitigated by appro-
priate indexing of the energy payment if the QF
is not oil/gas-fired. Finally, the queue manage-
ment rules should be improved to resolve over-
subscription.

79, Wasle-to-energy (QFs promise both
energy and environmental benefits. However,
they use a capital-intensive technology that our
experience shows has a long and uncertain lead
fime. A nonstandard power purchase agreement
drawing many of ils provisions from Standard
Offer 2 may prove to be the most appropriale
contractual vehicle for such QFs. Cur past deci-
sions on nonstandard contraets should guide the
utility and QF in negotiating such contracts.

73. Energy bidding may require cerlain
changes to existing curtailment provisions of
final Stendard Offer 4 so that these provisions
are consistent with the policy basis for energy
bidding.

Conclusions of Law

1. The category of non-utility power pro-
ducers known as QFs was developed to imple-
ment PURPA and includes various restrictions
and requirements furthering the statutory inlent

2. ICEM should reflect the "residual emis-
sions™ (those remaining after application of
eppropriale control technology) associaled with
the operation of any resource being tested for
cost-effectiveness. The (negative) value of such
emissions should be determined using the prin-
ciple of "revealed preference,” which means
that the costs imposed by televant regulatory
agencies, for example, in requiring certain pal-
lution abatement actions, will be znalyzed to

caleulate the implicit monetary value assigned

10 avoiding a given quantity of a given pollu-
tant.

3. Residual emissions should fipure
throughout the procurement process, that is, in

both the planning and the acquisition of new
resources.

4. If any "offsets” are associated with the
deferrable or bid resource, the impact of such
offsets should also be included in the procure-
ment process,

5. Some non-fossil IDRs, because they are
generally "clean" 1=chnologies, are likely 1o
appear simply through inclusion in ICEM of
residual emissions. Should that not occur, the
utilities should impute additional value to non-
fossil resources umtil non-fossil candidate
resources appear as the first addirion during the
next eight years in their resource plans. This
will effectively guantify the size of any pre-
mium necessary o secure non-fossil resourcas.
We will decide in the new Update phase
whether any such premium is reasonable.

f. Alr managemen: districts have the abil-
ity o Tequire retrofits of power plants. Alsa, air
management disticts may require new sources
Lo apply BACT.

7. New sources may alse have to acquire
"offsets” of any residval emissions after 2ppli-
cation of BACT. Air management districts in
non-attainment arsas may require such offsets
in aratio grealer than one-in-one.

8. While electric generation is not the pri-
mary source of criteria pellutants, it is a major
contributor, Its emissions impose costs on 50¢i-
ety that should be accounted for.

9. To delermine just and reasonable rates,
this Comrnission must know how resource pro-
curement decisions will affect rates.

10. The air management districts are
responsible for developing programs to meet air
quality goals, and the districts are best sitzated
10 determine values for the costs and benefits of
those programs.

11, SCAQMD's recommended values for
residual emissions shall be used by Edison in
performing ICEM analysic and shall be applied
in calculating adders (subtraclors) for auction
Wwinners.

12. The San Diego APCD has proposed
rules similar o SCAQMD's or even stricter
Pending final action by the San Diego APCD,
the SCAQMD values are the best available for
San Diego.

13. ER-90 projects 513 per kilowatt (1987
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dollars) as the cost to PG&E of retrofining its
plants for NOx control. PG&E's compliance
report in the next Update phase should convert
this cost ta 2 dollars per ton figure, and should
explain how PG&E calculated the conversion.
Alternatively, PG&E may use 29% of the
SCAQMD value for NOx. Values for ROG
should come from ER-50 (in-siate) and other
residual emissions on the PG&E sysiem should
come from the Pace University Swdy.

14. The emissions values adopted today
are mterim values. They should be revised in
subsequent Updates io reflect emerging abate-
ment requirements of the relevant air manage-
ment districls.

15. An interim value for carbon emissions
is prudent. The uvtilities should apply the value
adopted in ER-90 ($26/ton in 1987 dollars) for
carbon emissions. This value wil} be used in the
same ways as the vaiues for other residual emis-
5i0Oms.

16. The environmental costs of electricity
generated from sources outside California or
outside the service area of the utility acquiring
that electricity should be calculated the same as
if the electrcity were generated within the
utility's service area.

17. For the next Update phase, each utility
will perform ICEM analysis using values for
residual emissions. If a non-fossit IDR appears
in the "deferral window" (through 1999), a fuel
diversity premium will not be calculated. If 2
non-fossil IDR does not appear, the wility will
calculate a value for fuel diversity sufficient 1o
have a non-fossil candidate resource appear as
the earliest IDR in the deferral window. In malk-
ing this caleulation, the uglity will fellow the
approach described in Section IV.E.4 of 1oday’s
decision.

18. A QF that does not provide "fuel diver-
sity” would net get the fuel diversity premium.

19. The term of Period 2 in final Standard
Offer 4 shouid be up 1o the full projected life of
the TDR. This term will be available to all QFs,
respective of their technology. The term may
be less, at the JF's election, but must be at least
15 years (if the projeciéd life of e IDR is 15
years or more) or the life of the IDR (il its pro-
jectzd life is less than 15 years).

20. Levelized shortage costs ogether with

appropriate securily provisions are reasonable
for final Standard Offer 4. A final Standard
Offer 4 QF may choose either a ramped pay-
ment siream or & partially levelized payment
strearm.

21. Levelization will be available to all
QFs, irrespective of their technology. This is
consistent with other changes in today's deci-
sion designed o achieve as far as possible uni-
formn treatment of all QFs.

292, The IDR should remain the benchmark
for QF bidding, but avoided cost principles do
not require QFs w match the IDR payment
structure. Both capitaliniensive QFs  and
cogenerators should benefil from bidding a pay-
ment structure that corresponds to the cost
structure of the plant 1o be financed.

23, Before the auction, the wility should
publish all pertinent physical and cost charac-
seristics of the IDR. These include economic
life, capacity facior and hours of operation,
shortage and other capital costs (and allocation
factors for those costs), fuel type(s), residual
emission rates, offsets, operation and mainte-
nance costs, first year fuel price, heat rate,
assumed fue! price escalator, GNP deflator, and
all other projections or assumptions specific ©
the IDR wused in caleulaling s cosl-
effectiveness. Using these characteristics and an
explicit methodology, the utility will combine
the stream of projected fixed and variable costs
into a single first-year cost expressed in cents
per kilowart heur. This number will be the IDR
benchmark.

24. Bidding QFe should analyze their own
cost characteristics compared 1w the IDR. They
will submit a sealed bid for a stated effective
capacity and separaiely stated variable (energy)
and fixed {capacity) prices. The QFs will know
that the utility will recombine their energy and
capacity price into 2 single cents per kilowatt
hour first-year cost, using the some methodol-
ogy used 1o calculute the IDR benchmark. They
will also know that the winning bidders will be
chosen under second-price rules by comparing
each bidder's and the IDR’s projected first-year
¢osL Finelly, they will know what environmen-
tal addersfsubtractors (and fue] diversity pre-
mivm, if any) they will receive if they win.

25, Onee the winning bidders are chosen,

aan
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yariable payments will be based on the bidder's
energy prce  plus  any environmental
adders/subtractors. Escalalion will depend on
the fuel type of the QF. Varisble payments to
non-fossil and renewable QFs will escalate with
GNP. Varnable payments i other QFs will
escalate based on the same fuel index and price
update schedule already adopted for final
Standard Offer 4.

26. Capacity payments will be determined
by subtracting the energy bid by the winning
QF {or the converted energy price, where the
QF's energy bid was converted 1o get a com-
mon escalation basis) from the toral firsi-year
cost of the lowest losing bid. The remaining
cents per kilowatt hour will be converted 10 dol-
lars per kilowatt fixed payments, will be divided
between shortage and other capilal costs, and
will be paid, as already adopted, on a tme-
differentiated basis.

727. The principles supporting our adoption
of full avoided cost pricing for QFs also apply
to our choice of auction formai The second-
price auction serves our pelicies in the QF pro-
gram and should be retained.

28, The mew phase of BRPU should
include consideration of proposals 10 keep QF
bids confidential even after they are opened.
The purpose of such confidential reatment
would be 1o further the cost-revealing properties
of the second-price avctien by guarding possi-
biy market-sensitive information.

29. The utility has the burden of noting
any inconsistency between Tesource assump-
tiers it uses in the BRPU and those it uses in
other proceedings. The utility must also explain
and justify such inconsistencies in these ather
proceedings.

30. The utility is not "committed” to build
the deferrable resource as of the date it is
identified.

31. Reasonableness review and cost caps
developed pursuant to Public Utilities Code §
1005.5 provide prolection against cost overuns
on uility construction projects. If experience
shows that cost estimaies in the BRPU are unre-

- -———alistic, we may reccnsider the gueston of

whether and how to hold the utility 1o the
benchmeark price. .
32. Currently, only QFs may bid in the

final Standard Offer 4 anction. We will retain
this limitation for the time being, but we iniend
1 move toward "all-source” bidding. This move
depends on making significant progress in
evaluating non-price factors and in allowing
nondiscriminatory access to eleciric transmis-
sion services ("wheeling"} for nonutlity power
producers. Absent these conditions, the results
of all-source bidding woéuld be renewed reliance
on traditional supply options. ,

33. When we again take up the subject of
expanding the kinds of entities that may bid, we
expect the propenents of such expansion also to
take the initiative in proposing apprepriate regu-
lations o ensure that self-dealing does not sub-
verl the poal of enhanced competition.

34, Udlites may negotiate power purchase
agrecments al any time, but they may not mod-
ify a long-run standard offer during the thres-
month solicitatien period. A utlity considering
a resource opporiunity during the solicitation
period must consider whether the cpportonity is
stll attractive assuming full subscription of the
solicitation at various price levels at or less than
the IDR benchmark.

35. GRAIEP may bring up in Phase 3 of
this proceeding their proposal for a capacity
payment floor for a uiility’s as-available QFs
based on short-term power purchases made by
that utility between Updates.

36. The fundamental purpose of the BRPU
is to implement a long-run standard offer at a
level of potential commitment o QFs that both
this Commission and the CEC believe is consis-
tent with the need for electricity in California.
Such implemeniation requires us 10 make a
coordinated review of the resource plang of the
major investor-owned electric utlities, The
integrity of this process also requires that utlity
actions taken between the coordinated review
be consistent with the assumptions and pelicies
that form the basis of the wilities’ resource
plans. Thus, the utilities must either use the
same assumplions or identfy and justify, in
whatever forum such udlity actons are
reviewed, any departure from those assump-
tions, - - e e

537. The reasonableness thresholds for
power purchases proposed by PG&E, SDC&E,
and DRA are unnecessary and undesirable.
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38. Reasonableness review of power pur-  appropriate contracts for firm power sales.
chases should cover the timing of the ufility 45, Standard Offer 1 QFs may participate
commitment, inciunding the issue of whether the  in the final Standard Offer 4 zuction, so long as
price or other terms of the purchase were 50 such a QF provides new capacity, e.g. by
good as fo jusify the utility’s decision nat 1o expanding its plant or committing to firm opera-
risk the lapse or withdrawal of the offer by weat-  tion. If that QF is successful in the suction, the
ing it as an IDR in an Update, purchasing usility should count the QF's capac-

30, The reasonableness of a uility deci- ity teward the MW limit, using the appropriate
sion depends on things known or reasonably nameplase-to-effective capacity conversion fac-
Imowable by the uiility when the decision was " tor when comparing the QF’s system coniribo-
made. Our long-nm avoided cost projections  tion under Standard Offer 1 and final Standard
made during the most recent BRPU should not Offer 4.

be highly sensitive o short-term phenomena 46. Any demonstration project should not
arising during the ER/BRPU cycle, but we count against "need” for purposes of BRPU.
nevertheless require the utility to act on power 47. The potential under Texaco’s cumula-

purchase opportunities based on the best cur- tive allocation proposal for a huge mumber of
rently available information. MW in a single ER cycle is risky and inconsis-

40. QFs entitled to switch to final Siandard  Lent with the CEC's recommendaton. Any such
Offer 4 do not count against the MW limits and  allocation of MW for demcnsiration projects
are not required 1 bid. They are affected by the should be non-cumulative.

second-price auction only to the extent that, like 48. The CPUC is charged with establishing
the winning bidders, their price is set by the just and reasocnable utility rates.
lowest Josing bid. If they are dissatisfied with 49. Given the CPUC’s obligation 1o ensure

the price, they need not exercise their tight to fhat wility rates are just and reasomable, the
switch but can wait for later Updates. CPUC is also obliged to ensure that the

41. In the futwre, parties proposing resource plans on which final Standard Offer 4
changes to final Stendard Offer 4 must indicate solicitations are based incorporate appropriate
how switching QFs would exercise that right hedging strategies.

under their proposals. We will not entertain any 50. The utility compliance reports in the
proposal that would require such QFs to submit  next phase of the Update will reflect directions
competitive bids. in this decision and in ).90-03-060 1o the extent

42. No environmental adder or subtractor  such directions differ from ER-G0. We expect
should apply to payments under final Standard  that these differences may affect the type and
Offer 4 1o a switching QF. timing of IDRs and possibly suggest different

43. QPFs currently under contract may bid, Thedging sirategies. However, we also expect ©
but only after they have fulfilled their obliga- meet our commitment to iailor the ensuing QF
tions under their existing power purchase agree-  solicitation (o ER-90's integrated assessment of
ment. However, Standard Offer 1 QFs have few  need.
such obligations. They deliver "as-available" 51. Final Standard Offer 4 should be our
energy and capacity, and they are contractually  primary instrument for directly involving QFs in
entiled to terminate their power purchase resource procurement. ‘We do not rule ot rein-
agreement at any time without penalty. In effect, stating Standard Offer 2, provided that such
consistent with the eligibilisy rules, a Slandard  reinstatement is accompanied by certain
Offer 1 QF i free 1o bid in any auction and modificalions, and is for a limited amount of
need only lerminate ils existing contract if it lime and capacity. Standard Offer 2 may also be
wins. C - —ygeful as a model for some kinds of nonstan-

44. To the extent that Standard Offer ] QFs  dard contracts. We do mot envision making
are technically and otherwise able to provide Standard Offar 2 available on an ongoing basis.
firm energy and capacity, they should be 52, The Assigned ALJs in this proceeding
encouraged to do 5o and should have access to and in 1.90-09-050 should promptly notice a
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joint prehearing conference o schedule and 2. The Assigned Administrative Law
coordinate tasks in the two proceedings, consis-  Judges shall notice a joint prehearing confer-
ient with the discussion in Section XV of the ence in this proceeding and in Investigation

foregoing opinicn, 90-09-050 to coordinate scheduling and pricri-
53, The utility should not be permitted 1o ties consistent with this opinion.
bid against its own IDR. If the wility could do 3. Nine weeks from the effective date of

petter than the IDR, ratepayers are entitled to  this order, respondents Pacific Gas and Electric
have that superior resource used to set the Company, San Diego Gas & Electric Company,

benchmark price. and Southern Californiz Edison Company shall
file their compliance reporis containing their

FINAL ORDER — PHASE IR ' resource plans following the 1590 Eleciricity

Report and in conformiry with this decision and

IT IS ORDERED that: Decision 90-03-060 (36 CPUC 2d 2 [1950]).

1. The uniform final Standard Offer 4 The reports shall also contain respondents’
power purchase agrezment and avction protocol  latest work on integrating demand-side and
shall be modified © conform with the discus-  supply-side resources cn a common analytical
sion, findings, and conclusions in this decision.  basis.

The Assipned Administrative Law Judge shall This arder is effective today.
convene workshops 10 develop  these Dated Tune 5, 1991, at San Francisco, Cal-
modifications. iformnia.

ATTACHMENT 1

Table of Acronyms and Abbreviations

A Application -

AAQS Ambient Air Quality Standards

AlTJ Adminisirative Law Judge

BACT Best Available Control Technology

B/C Rauao Benefi/Cost Rauo (a measure of eost-effectiveness)
BRFU Biennial Resource Plan Update

CEC California Energy Commission

CEERT Coalition for Energy Efficiency and Renewable Technologies
Chevron Chevron U.S.A. Inc.

CPUC California Public Utilities Commission

D. Decision

DRA Division of Ratepayer Advocates {Part of CPUC staff)
DSM Demand-side Management

Edisen Sonthem California Edison Company

ER-90 1990 Electricity Report of the CEC

FERC Federal Energy Regulaory Commission

GNP Deflalor A measure of overall price changes in the econamy,

equal to the ratio of gross national product (GNF)
measured in current, or nominal, dollars 10 GNP
measured in constant, or real, dollars.

GRAEP Geothermal Resources Association and Independent
Energy Producers Associalion
R N Investigation
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ICEM Tierative Cost-effectiveness Methodaology
IDR Idemified Deferrable Resource

IER Incremental Energy Rate

MW Megawait )

NO, Nitrogen/Oxygen Compounds

NRRI National Regulalory Research Institule
PG&E Pacific Gas and Electric Company

M Particulate Matter (suspended}

Fowerex British Columbia Power Exchange Corporation
PURPA Public Unility Regulalory Policies Act

QF Qualifying Facility

R. Rulemaking

RD&D Research, Development and Demonstration
ROG Reactive Orpanic Gases

RT Reporter's Transcript

San Diego APCD San Diego Air Pollution Control Distriet

SCAQMD South Coast Air Quality Management Distriet

SDG&E San Diego Gas & Electric Company

SOx Sulfur/Oxygen Compounds

Texaco Texaco Syngas Inc.

TURN Toward Utlity Rale Normalization

Updaie Biennial Resource Plan Update

(END OF ATTACHMENT 1)
ATTACHMENT 2 PUR4th 1 [1983]) — long-run aveided cost
.. thodole,
Landmark CPUC Decisions on me &

Avoided Cost, Standord Offers

The following list, although not exhaus-
tve, shows where to find answers to the key
questions that the Commission has addressed
regarding QFs. The summaries are necessarily
terse and are niot intended either 1 indicate each
issue in any given decision or to substimte for
review of the actual text of the opinion and
order. In addition to these decisions, our general
rate case degisions have been used in the past to
update certain standard offer terms. Finally,
decisions in general rate case and fuel offset
proceedings often contain analysis of marginal
cost that is broadly relevant 1o QF policy.

1. Foundational Decisions

D.91109 — adopted "avoided cost” pric-
ing jor wtility purchases from . “private energy
producers”

D.82.01-103 — guidelines for standard
offers

D.§2-04-071 — authorized "hydro savings
prices" during spill conditions

D.85-07-0%2 (18 CPUC 24 333, 68

1. Decisions Implementing Variable Energy
Payments and Standard Offers 1,2, and 3
(the Short-run Offers)

1D.82-12-120

D.83-10-093 (13 CPUC 2d 84 [1983])
D.84-03-092 (14 CPUC 2d 489 [1984])
D.84-04-012 (14 CPUC 2d 563 [1984])
D.88-07-024 (28 CPUC 2d 511 [1988])
D.89-02-065 (31 CPUC 24.115 [1989])

T Decisions on Interim Standard Gjfer 4 (the
Interim Long-run Offer)

1.83-09-054 (12 CPUC 24 604 [1983])
D.83-12-030 (13 CPUC 2d 592 [15983])
D.84-08-035 (16 CPUC 2d 37 {1984])
0.84-10-098 (16 CPUC 24 362 [19843)
D.85-01-040 (17 CPUC 2d 118 [1985])
———D.85-02-069 (17 CPUC 2d 182 [1985])
1.85-04-075 (17 CPUC 2d 521 [1985])
D.85-06-163 (18 CPUC 24 264 [1984])
T2.85-07-121 (18 CPUC 2d 455 [1985])
D.86-10-038 (22 CPUC 24 105 [198€])
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D.86-12-013 {23 CPUC 2d 1 [1986])
D.86-12-104 (23 CPUC 24 414 [1986])

V. Show Cause Proceeding (PG&E)

D.£4-03-093 (14 CPUC 2d 535) [1984]

D.84-08-031 (16 CPUC 2d 5 [1984]) —
"good faith" guidelines for utilities in negotiat-
ing with QFs

V. Investipation of Transmission C onsirainis,
Development of QF Milestone Procedure,
and Administration of Transmission Priority

D.84-08-037 (16 CPUC 2d 38& [1984))
D.85-01-038 (17 CPUC 2d 87, 64 PUR4th
537 [19851)
D.85-01-039 {17 CPUC 2d 113 [1985])
D.85-08-045 (18 CPUC 2d 576 [1983])
D.B5-09-058 (19 CPUC 2d 15 [1985])
D.85-11-017 (19 CPUC 2d 145 [1885D)
D.85-12-075 {19 CPUC 24 435 [1585])
D.86-02-033 (20 CPUC 2d 486 [1986])
D.86-04-033 (21 CPUC 24 53 [1986])
D.86-11-005 (22 CPUC 24 293 [1986])
D.86-12-017 (23 CPUC 2d 3 [1986])
D.87-04-039 (24 CPUC 2d 144 [1987))
D.87-08-028 (25 CPUC 2d 176 [19871)
D.87-09-030 (25 CPUC 24 371 [1%87])
D.88-04-067 (2& CPUC 24 101 [1988])
D.89-01-044 (30 CPUC 24 677 [1989])
D.85-07-058 (32 CPUC 2d 313 [1989])

V1. Standard Offer 2: Suspension and Rain-
statement

D.86-03-069 (20 CPUC 24 844 [1986])
D.86-05-024 (21 CPUC 2d 124 [1386])
D.86-11-071 (22 CPUC 2d 311 [1986])
D.87-09-025 (25 CPUC 2d 298 [1987])
D.87-11-024 {26 CPUC 24 §2 [1987])
D.87-12-056 (26 CFUC 24 340 [1987])
D.89-02-017 (31 CPUC 2d 13 [1989])
D.89-07-022 (32 CPUC 2d 284 [1589])
D.89-08.031 (32 CPUC 2d 371 {1985])
VI Development of the Resource Plan-based

Offer (Final Standard Offer 4)

D.85-07-022 (68 PUR4th 1 [1985])

D.86-07-004 (21 CPUC 2d 340,

PURA4th 1 [1986])

D.86-10-030 (22 CPUC 24 99 [1986]}
D.87-05-060 (24 CPUC 2d 253 [1987])
D.87-11-024 (26 CPUC 2d 62 [1987])
D.88-03-026 (27 CPUC 2d 502 [1988)])
D.88-03-079 (27 CPUC 2d 559,

PURA4th 143 [1988])

I2.88-09-026 (29 CPUC 24 263 [1988])

76

91

D.89-04-047 (31 CPUC 2d 458 [1989])

{Curtailment)

D.89-07-045 (32 CPUC 2d 254 [1589])
D.90-03-060 (36 CPUC 2d 2 [1990]}

Contracts

0.93035

D.93364

D.82-04-087

D.§2-07-021

D.83.05-043 (11 CPUC 2d 450 [1983])
D.83-05-047 (11 CPUC 2d 493 [1983])

VI "Orphans,” "Pioneers,” and Nonstandard

1.83-06-109 (11 CPUC 24 1034 [1583])

12.84-05-057 (15 CPUC 2d 110 [1984])
D.86-03-030 (20 CPUC 24 625 [1986])
D.86-06-060 (21 CPUC 24 287 [1986])
D.86-067-032 (21 CPUC 2d 405 [1986])
D.86-08-017 (21 CPUC 2d 471 [1986))
D.86-09-040 (22 CPUC 2d 40 [1986])
D.86-10-039 (22 CPUC 24 113 (1986])
D.86-10-044 (22 CPUC 24 114 [1986])
D.86-12-018 (23 CPUC 2d 4 [1986])
D.86-12-061 (23 CPUC 2d 55 [1986))
D.86-12-062 (23 CPUC 2d 65 [1986))
D.86-12-008 (23 CPUC 2d 315 [1986])
D.86-12-100 (23 CPUC 2d 348 [1986])
D.87-01-049 (23 CPUC 24 499 [1987])
D.87-03-068 (24 CPUC 2d 64 [1987])
D.87-05-065 {24 CPUC 24 367 [1987)
D.87-07-086 (25 CPUC 2d 76 [1987])
D.87-08-047 (25 CPUC 2d 179 [1987])
D.87-09-074 (25 CPUC 2d 421 [1987})
D.87-09-080 (25 CPUC 24 435 [1987])
D.87-10-038 (25 CPUC 2d 463 [1987])

D.87-11-063 (26 CPUC 2d 112 [19871)_

D.88-03-036 (27 CPUC 2d 525 [1988])

K. Energy Reliability Index (ERI) Capacity

Valuation Methods
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D.B6-11-071 (22 CPUC 24 311 [1986])

D.B8-03-079 (27 CPUC 2d 559, 91
PUR4th 143 [1988])

1.89-06-048 (32 CPUC 2d 177 [1989])

. X, Qut-of-Service Area QFs

D.88.04-070 (28 CPUC 24 138 [1988])
D.88-09-067 (26 CPUC 2d 405 [1988])

X1. Avoidable Gas Casts

D.B&-07-024 {28 CPUC 2d 511 [1988))
D.89-09-099 (32 CPUC 2d 514 [1985])
D90-12-028

¥T1. Contract Administration

D.88-10-032 (25 CPUC 2d 415 [1988]) in
R.88-06-007 (Guidelines)

(END OF ATTACHMENT 2)
ATTACHMENT 3
Summary of Standard Offers’

STANDARD OFFER I: Variable Capacity and
Energy

The QF's energy and capacity are sold on
an as-available basis, meaning that the amount
and time of delivery of the energy is mot
guaranteed. The QF is paid full short-run
avoided energy cost, plus current shortage cost,
on & per kilowatt-hour basis, for ali energy
delivered to the utility. Energy and shortage
costs are updated quarterly and  anmually
{respectively), with the energy cost based on the
incremental energy rates established in the
utility’s last fue] offset proceeding ard the
expected fuel costs for that quarter. Shortage
costs are based on the utility’s cost of a com-
bustion turbine. This contract is used by all
technologies, but particutarly wind, due to the
uncertain nature of that resource.

STANDARD OFFER 2: Firm Capacity and Vari-
able Energy

The QF's capacity is sold on & firm basis,
meaning that an amount of capacity i
guaranteed 1o be evailable to the utility during
its peak load period. The capacity payments are
based on levelized, forecasted shorlage costs,
which are stated in the contract and are fixed for
the Jife of the contract. Energy prices are the
same as in Standard Offer 1. Many eogenerators
and biomass QFs hold Sténdard Offer 2 con.
fracts.

STANDARD OFFER 3: Variable Capacity and
Energy From QFs Net More Than 180 Kilo-

waltts

This offer is the same as Standard Offer |
in praclice, but the contract terms and QF
responsibilities are less involved, due i the
small size of the facilities. ’

INTERIM STANDARD OFFER 4: Long-term
Capacity and Energy, Based on Forecast of
Short-run Marginal Cost

This offer has fixed payment rates over
long time spans (up lo 10 years). There are
thres energy payment options and two capacity
oplions.

Energy Option 1) Energy prices are fixed
and are besed on forecasted avoided energy

costs. The QF can choose 1o have a mix of fore-

casted and current short-run avoided costs for
the energy price, with oil & gas-fired cogenera-
tors limited to 20% of the price being based on
the forecasted prices, ‘

Energy Option 2) This is similar to Option
1, except that the forecasted energy prices are
levelized and oil & gas-fired cogenerators may
not use this option af all.

Energy Option 3) Energy prices are based .

on fixed, forecasted utlity incremental energy
rates and wikity oil & gas costs. Payments are
made based on short-run costs, then adjusted at
the end of the year to reflect the forecasied
prices. This option is used by cogenerators and

~is desigried 10 have the energy price reflect

changes in fuel costs.

Capacity Optien 1) As-available: The QF
can choose payments based on either short-run
shortage costs, or fixed, forecasted shortage
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costs, which are nat levelized.

Capacity Option 2) Firm: Payments are

pased on fixed, forecasted, levelized shortage
costs-

FINAL STANDARD OFFER 4: long-term
Capacity and Fnergy, Based on Avoidable

Resource
See Attachment 3.
(END OF ATTACHMENT 3)
ATTACHMENT 4
How Final Standard Offer 4 Works'

Unlike the short-run standard offers and
the interim long-run standard offer, final Stan-
dard Offer 4 derives from the respective utility's
resource plan (including potential new plant
construction, refurbishments, power purchases,
etc.), as reviewed by the Commission in a bien-
nial update proceeding. Pricing under fnal
Standard Offer 4 varies according to when the
QF comes on-line. During Period 2, the QF
avoids a specific ulility peneration resource, and
the QF receives paymenis based on the fixed
and variable costs of the avoided resource. If
the QF comes on-line in Period 1, i.e., before
the date when the avoided resource would have
begun delivery of electricity, the QF meets
near-term demand growth, and therefere the QF
receives short-run merginal cost-based pay-
menis until the start of Peried 2. The Commis-
sion considers uncertainties and procurement
strategies for each utlity in determining a
megawatt {MW) limit at each update proceed-
ing. Whenever the capacity of QFs seeking final
Standard Offer 4 contracts from a given utility
exceeds that utility’s MW limit, the available
contracts are allocated through bidding. The
utilities are also authorized to pay QFs addi-
tional sums for providing performance features
(e.g., downward dispatchability al the urlity’s
directien) not otherwise required-under the stan-
dard offers.

We have adapted the [ollowing chronolog-
ical -overview from prior orders. We think the
details of the final Standard Offer 4 resource

planning process are more easily grasped with
the total design in mind.

Step 1: The wility application. Following
the latest Eleciricity Report of the Califomia
Energy Commission (CEC), the Pacific Gas end
Electric Company, the San Diego Gas & Elec-
wic Company, and the Southerm Califomnia
Edison Company each file a resource plan with
a 12-year planning horizon. The plan identfies
within (he horizon those polential resource
additions that the applicant believes are cost-
effective for its system. The plan states the costs
associated with each such resource and the
point in the planning horizen when that
resource becomes cast-effective, The plan also
states all relevant assumptions. The applicant
presents its assumptions in iniernally consistent
"scenarics.” The latest CEC Electricity Report
forecasts give the supply and demand assump-
tons for the base case scenario. The applicant
may alo file additional scenarios, or ctherwise
deal with the range of uncertainties underlying
the forecasts, in order to explain the applicant’s
preferred procurement strategy.

Step 2: Hearings on the utility applica-
tipns. The Commission’s staff and other partici-
pants critique each resource plan. They may
note internal inconsistencies in any of the appli-
cants’ scenarios, present alternative scenarios of
their own, criticize the applicant’s assessment
of uncertainty, and challenge the reasonable-
ness of an applicant’s assurnptions. They alse
check that the applicants have correctly imple-
mented the Commission’s cost-effectiveness
methodology. Finally, these participants may
explain their choice of the scenario best suited
w the determination of avoidable planis.

Step 3: Commission determination of
avoidable planis for the respective uiilities.
Avoidable plants are essentially the cost-
effective baseload or intermediate resource
addilions appearing in the first eight years of the
resource plan that is preferred by the Commis-
sion. This choice is the key Commission act in
the long-run standard offer process. The Com-
mission makes this choice according to the fol
lowing crileria, among others: Are the plan and
underlying assumptions plausible (l.e., inter-
nally consistent and reasonable, given known
forecast uncertainties)? Does the plan expose
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ratepayers to ummecessary Tisks, gither of
premattre COmMmitments or of shortages? Is the
plan consistent with energy regulatory goals
and policies? The Commission decision comes
about five months after filing of the appli-
carjoms.

Step 4: The wilities’ solicitation process
and QOF auction. Afier making any
modifications ordered by the Commission, the
atilities announce the availability of long-mun
standard offer contracts based on the capacity
and the fixed and variable costs of the avoidable
resource(s). QFs have a three-month solicitation
period to respond. Each interested QF indicates
(1) the resource that the QF seeks o avoid, (2)
the (QF's own technology and capacity, and (3)
the QF’s bid, which is the lowest percentage of
the resource's fixed costs that the QF would be
willing to accept. The bid cannot exceed the
resource's fixed costs. The utility opens the
responses at the end of the solicitation period. If
QQF's seeking to aveid a resource do not curnula-
tively exceed the resource’s capacity, all these
(JFs are offered contracts at the full fixed costs
of the tesource. If such QFs do exceed the

_Tesource’s capacily, coniracts up to that MW
limit are offered w the low-bidding QFs, and
they receive that percentage of the Tesource’s
fixed costs bid by the lowest losing bidder.
(This is known as a "second price” auclion.)
Confract signing oceurs afier the winning
bidder complies with the prerequisites of the QF
Milestone Procedure, roughly one year after the
utility applications.

Step §: Update to the long-run standard
offer. The updatz is scheduled every two years
and follows each CEC Elecicity Report. The
utlities file new resource plans, and Sieps 1
through 4 are repeated, with such modifications
to the process as the parties may supgest and
the Comurission approves.

(END OF ATTACHMENT 4)
ATTACHMENT 5
Public Utilities Code Section 704 .1

Added by Assembly Bill 3995 (Sher),
in Stats, 1990, Ch. 1475, Sec. 2

701.1 (z) The Legislarure finds and

‘declares that, in addition 10 other ralepayer pro-

tection objectives, & principal goal of electtic
and narural pas utilities’ resource planning and
investment shall be 1o minjmize the cost 10 50Ci-
ety of the reliable energy services that are pro-
vided Dy natural gas and electricity, and to
improve the environment and 1o encoLrage the
diversity of energy sources through improve-
ments in energy efficiency and development of
renewable energy Iesources, such as wind,
solar, and geothermal energy.

(b) The Legislature further finds and
declares that, in addition o amy appropriale
investments in energy production, electrical and
natural gas utilities should sesk to exploit all
practicable and cost-effective conservation and
improvements in the efficiency of energy use
and disoibution that offer equivalent or better
systemn reliability, and which are not being
exploited by any other entity.

(c) Tn calculating the cost effectiveness of
energy Tesources, including conservation and
load management options, the commission shall
incinde a value for amy costs and benefits o the
enviromment, including air quality. ‘The com-
mission shall ensure that any values it develops
pursuant (o this section are consistent with val-

ues developed by the State Energy Resources

Conservation and Development Commission
pursuant to Section 25000.1 of the Puhblic
Resources Code. However, if the commission
determines that a velue developed pursuant Io
this subdivision is mot consistent with a value
developed by the State Energy Resources Con-
servation and Development Commission pursu-
ant to subdivision (¢} of Section 25000.1 of the
Public Resources Code, the comumission may
nonetheless use this vaiue if, in the appropriate
record of its proceedings, it staies its reasons for
using the value it has selected.

(END OF ATTACHMENT 5)
FOOTNCTES
L puachment 1 explains each technical acronyrm
o other abbreviaton that appears in this decigion.

2The {ederal Public Utllity Regulatory Policies
Act (PURPA) of 1978 and the California Privaie
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Energy Producers Act (see Public Utlities Code §§
2801-2824) supply the statulory conlext for the
gevelopment of these concepls. The decisions lisied
in Anachment 2 all elveidate this lzgislation and these
concepls-

IThese three offers are referred to as "short-run”
because the energy price is computed on the basis of
the purchasing wiility's existing gencration resources.
In contrast 1o our final Siandard Offer 4 “long-run®
pricing approach, prices for these sundard offers are
calculated withoul consideration of possible resource
pdditions. Auachment 3 summarizes The pricing pro-
vigions of our various standard offers.

4QFs do not avoid or defer any resource that, as
analyzed in the resource planning process would no!
be cost-effective. The teason is that a prudent urility
would not commit 10 such a resource in the firsi place.
(See: D.36-07-004, 21 CPUC 24 340, 349 note 3 and
accompanying text, 76 PUR4th 1 [1986].)

5T CEC adopied ER-50 on Oclober 17, 1990.

STwo issues that the June 13, 1990, ruling had
set for Phase 1B were Tater deferred. First, we have
been exploring the possible exension of the BRPU
cost-effectivencss methedology 10 1est demand-side
management programs. The parties agieed that pres-
ently this subject was more appropriate for workshops
than for evidentiary hearings. The assigned ALT
directed workshops and "pilot” demonsirations which
arc continuing &t this tme. Second, the Commission
issued Tnvestigation (L) 90-09-050 o consider Lrans-
mission cost sliocation and wholesale wheeling
issues. The assigned ALT ruled that some of the par-
tes' proposed changes 10 final Standard Cffer 4 were
properly the subject of the \ransmission investgation.
The Commission is presenily considering inflial and
reply comments filed in that investigation.

"The record in Phase 1B consisis of 35 exhibits
(including hundreds of pages of prepared Lestimony),
12 briefs, officially noticed ilems (including ER-50),
and about 1,500 pages of ranserpl. The following
parties were active in the Phase 1B proceedings:
Pacific Gas and Electric Company (PG&E); San
Diega Gas & Electric Company (SDG&E.}, Southern
Califomia  Edison Company  (Bdison); the
Commission's Division of Ratepayer Advocaies
(DRA); CEC; Sowth Coast Air Quality Management
District (SCAQMDY; Toward Utility Rate Normaliza-
tion (TURN); Coalition for Energy Elficiency and
Renewable Technologizs  (CEERT); Geothermal
Resources Association and Independent Energy Pro-
ducers Association (GRA/IEP, participating jointy)
Texaco Syngas Inc. (Texaco); Chevron U.3.A. Inc.
(Chevron); and British Columbia Power Exchange
Cotporation (Powerex}).

¥n addition 1o analyzing nen-price factors, there

is ongoing work on performance features that are not
currently required in our standard offer contracts but
that might be provided by QFs or other electric sup-
pliers. Sach features in¢lude options, for controlling
deliveries to follow the purchasing mility’s load and
10 assist the purchasing uiility in maintaining system
stabilily, We first directed the utilites 1o develop such
performance fearures in D.86-07-004 (21 CPUC 2d
340, 76 PUR4Lh 1 [19861). In D.BS-09-026 (29 CPUC
2d 263 [1988]), we directed the utilities 1o file revised
repors on performance feamres in this Update.

9The record does nat clearly define fuel diver-
sity; however, our concept (adapied from lestimony
by PG&E wilness Rass in Exhibit 207, page 6) does
nol appear controversial.

¢ exceplions are Edison, which has a pro-
posal regarding land use, and SDG&E, which could
include water and land use in the post-bidding phase
of the resource acquisition process that it proposes.
For furiher discussion of parties' positions, see Sec-
von IV.D below.

Hye will follow FR-90 usage in refleming to
NOz a3 a crilera pollutant.

12ER 90, page 6-12. The CEC says the predormi-
nance of NOx is due 10 the small amounts of SOx,
PM, and ROG put out by pawer plants relative to
their NOx emissions. Alse, according 1o the CEC,
NOx emitted from all sources is subject to suingent
controls, which Jeads to a higher social value per ton.
A third of the total residual emissions value in ER-30
came from carbon. /d.

BLar the full text of Public Utliies Code §
701.1, see Auachment 3

Bowever, these adjusiments would not be
reflected in the price paid 1o winning bidders.

“Nole that many of these environmental costs
aje not capiured by consideralion of residual power
plant emissions.

EWc discuss this point further in Secdon TV.E 4.

For Edison, the dominant district is SCAQMD;
for PG&E, it is the Bay Area Air Quality Manage-
ment District. SDG&E's service area is all or substan-
tially all within the juzisdicion of the San Diego Adr
Pallution Conwol Disuriet (APCD).

¥SDG&E and Edison should consull with
SCAQMD in using SCAQMD values. We envision
SDG&E and Edison using SCAQMD methods 1o
derve values for the first year in their planning hori-
zon znd thereafier escalating those values using the
same escalation factors employed in other elements of
their respurce plans. -

e will also tevise the valueg for Edison, if
SCAQMD actions supersede the values in ioday's
decision.

e ER-00 value for catbon emissions, and
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also for NOx emissions on PG&E's system, must be
converied 10 & first year value for purposes of ICEM.
See id. at page 5-9.

2mhe CEC concluded that the capital intensity
of non-fossil resources was unable 10 overtake the
cost-effectiveness of gas-fired TDRs except at values
for residual emissions far exceeding those vsed by the
CEC or SCAQMD. See ER-00 at page 3-10.

Y Edison's proposed 15% adjustment to the capi-
1al and energy costs of ceriain IDRs is riddled with
probiems. The proposal would apply only 1o the plan-
ning portion of resource procurement. The proposed
values are highly subjective and not supporied by the
record. Edison needs 10 go back 1o the drawing board
on this issue.

] acking a methodology for incorporating fuel
diversity in our planning, we will nol apply a foel
diversity premium where non-fossil IDRs appear in
the deferral window, even though the use of an appro-
prate premium might rescl in the idemification of
more non-fossil IDRs.

e two exceplions are geothermal and
nuclear. However, only PG&E has much experience
with geothermal. As for nuclear, its capilal cosis are
concededly very high, and the CEC indicates that
building new nuclear plants is infeasible in California
a1 this time. (ER-90 at page 4-10.)

2 The CEC found some evidence during ER-90
that offsel prices are currently quite low. /d, at pages
5-7, 5-8. If that finding is correct, il seems more a
refiection of the infancy of the offset market than an
indicaton of long-lesm price relaicnships. As the
cheaper offsels are bought up and offset sellers
become betier mformed, the price of offsets should
rapidly approach the buyer's marginal cost of emis-
sion control.

Z)oreover, Lhere may be areas with relatvely
good air guality {e.g., nationa} parks) in which an
increment of pollution would nevertheless be very
costly. Clean air policy may not allow realing clean
air as simply another commodity 10 be traded off until
all mgions have uniformly mediocre air quality.

" The final Standard Offer 4 QF may come on-
line before the projected on-line date of the IDR (a
period defined in the contract as "Period 1%); how-
ever, Period 1 payments to the QF are limited 1o the
purchasing utility's short-run marginal costs (essén-
tally the same as paymenls to a Standard Offer 1
QF). Period 2, during which payments are based on
_the IDR, lasts 15 years. Assuming the QF has vseful
life remaining at the end of Period 2, 1L has many
options. These include conlinuing o operate but sell-
ing its owtput under Stendard Offer 1 terms or bidding
for another Standard Offer 4 contract from the same
or & different wmility.

BThe 1enm may be less, at the QF's election. A
workshop will be held following thiz decision 10
develop appropriatz revisions 1o the final Standard
Offer 4 contracL Parties at the workshop should also
consider appropriaie changes 1o the auction protocol
10 ensure comect scoring of any bid by a QF propos-
ing a contract term less than the life of the IDR.

“The way that the ramping method sccom-
plishes this is summarized in D.B7-05-060 (24 CPUC
24 253, 267-68).

3OShcn'uage cosls are capacity payments made lo
short-nn QFs, ie., those QFs ihat do nol defer or
avoid new utlity resources, and are also part of the
capital cost payments to long-run QFs, Shortage costs
measure the QF’s contribution 1o the overall reliabil-
ity of the purchasing wtilitys sysiem. They are based
on the annualized cost of a gas turbine, which we use
as a proxy for reliability value because, in tems of
capital cost, it is the cheapest current altemative for
new generaling capacity.

The securily provisions of Standard Offer 2 are
probably adaptable for this purpose. We will zllow the
parties at workshops 1¢ consider this.

324Option" is 2 misnomer — oil/gas-fired cogen-
erators must accept [ER-based payments. However,
the "option" terminology has been around so long
thal to replace it would only confuse matters further,
so we continue to refer 1o the IER "option” in woday’s
decision.

33The JER option combines and ramps lhe
expected energy costs and capital costs (minus short-
age costs) of the IDR, converting them into a siream

of IERs. The conversicn is done so that the present

value of the deferred plant’s fixed and operaling costs
is equal 10 the expected shortage value of the plant
plus the forecast sysiem marginal foel price over the
life of the plant multiplied by the JER siream. The
expecied cost of the deferred plant 15 equal 10
expected payments 1o cogenerators under Lhis oplion.
Actnal paymenis 1o cogeneralors are indexed to the
aciual system marginal fuel prices and paid on 2
time-differentiated basis.

Er‘1Hypc:lhtu'callg.', a wtility might have to tumn off
a baseload umit 1o accept QF deliveries off-peak ‘and
then be unable to restart that unit in time to meet load
during 1he foliowing day's peak, necessitating
expensive emergency purchases from off-system
sources. Since long-run QFs will now be procured
strictly on the basis of need, the chance of & negelive
avoided cost episode occurtng should become
increasingly remaoie T

35The formula for caleulating the payment for
QF energy deliveries during periods when the pur-
chaging wility has invoked economic cunailment is
contained in Section 16.3(h)(1){i) and Appendix J of
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(e uniform final Standard Gffer 4 power purchase
agreement. Briefly, the payment for such deliveries is
the fesser of the utlity's acwal incremental cost
Joring the curailment hour or average shon-ran
avoided operating cost based on the nulity's average
jncremental energy raie over the tetal hours subject lo
tental economic curtailment.
36pgr example, wheat farmers may differ in their
consumption of fertilizers and pesticides or in their
need for irrigation. Sociery is alse concemned with
land use implications of aghculture, and fammers
choosing between different crops will soon be {or
already are) weighing opportunilies for convering the
chaff 1o methanol or buming the chaff in biomass
facilities 10 generale electricity.
YThe NRRI study is Competitive Bidding for
Electric Generaiing Capacity: Application and Imple-
mentation (November 1988):

"Second-price bidding is preferred for its sirong
efficiency advantages. As it is never 1o a bidder’s
advaniage Lo submil a bid that deviates from ils tue
cost under a second-price bidding procedure, the
selection of the mest efficient power producers is
more likely. This cost-revelation [eature also elimi-
nates the expenses relaled 1o the analysis of the
costs and bidding stralegies of other polenual
bidders. The third advaniage is that the more
efficient power producers would have 2 stronger
incentive to expand. As they expand, less elficient
power producers are driven from the market resuli-
ing in 2 decline in the cost of electricity for the host
uiility and ratepayers.”

[d., Executive Summary, page v. NRRI is funded by
the National Association of Regulatory Ulikity Com-
missioners. The quoted material was read into the
record of this proceeding by GRA/MEP wilness
Branchcomb (see RT 2390-91), whe also endorsed
the sdy’'s conclusions.

®BPpGAE, "Integrated Capacity Priority Program
Proposal” (February 17, 1989), pages 40-41. Qur dis-
cussion of this proposal does not indicale acceplance
or rejection of the proposal or otherwise prejudge the
ouLcu;;ne of matters pending in R.88-08-018.

PG&R's pipeline capacity proposal, which is
still under review, differs from our eleciricity auction
in certain ways. The uniform price In the PG&E's
proposal seems 10 come from the last winner's bid,
while the uniform price here comes from the first

loser's bid. The former method more closely follows -
the definition of market-clearing price, bul the irade-

'off is that, under PG&E's proposal, thers is siill some
m‘cendve Lo bid strategically because at least one
bidder will actually receive the price it bids.

Another difference is that, in PG&E's proposal,
the bids are treated as confidential even after they are
opened. (Only the market-clearing prices and capaci-
ties awarded would be announced, not the initial
prices and capacities contained in the bids.) PG&E
believes this is necessary in order for bidders 1o bid
their true willingness 1o pay, without revealing possi-
bly market-sensitive information. In our second-price
anction, the bids are published afier they are opened,
10 discourage collusion. However, confidential wreat-
ment would address PG&E winess Kahn's charge
that first-price behavior would oceur even in a
second-price auction. We are willing 10 entertain pro-
posals regarding bid confideniality in the nexi phase
of the BRPL.

WThe, existing safeguards would not work if the
ulility were permired 10 bid against s own IDR,
Such bidding wonld set ralepayers' inleresis at odds
with shareholders and would subver our concept of
the IDR, which is thal the TDR iiself represents the
mility*s best judgment of how the utility, through its
own means, would meet its generation needs.

Il the udlity could do bener than the IDR,
ralepayers are entitled 1o have that superior resource
used 1o sel the benchmark pice. Utility bidding
would result in an IDR "suwaw man" for the utility to
shoot at for shareholder profit. However, the issue of
wility bidding is moot given our decision, discussed
in Secuions I and VIII, 1o continue lo resinct the
final Standard Offer 4 anction ta GFs only.

This does not mean that the utlity can never
"win" the compelition. We suspect thai some utility

.IDRs will withstand QF bidding. For example, QFs

may not be able 10 maich the economics of repower-
ing. Even among non-fassil technologizs, PGE&E's
expedence with . peothermal development should
enable it Lo put logether a competitive project.

. *The term "all-source” bidding has been used 1o
tefer 10 almost any liberalization of the current restric-
tions on enlides eligible to participate in the auction.
There are nonuttlity "independent” power producers
in addition to QFs, and these other power producers
are the most frequenily mentioned new bidders. Some
parties would zlso allow bidding by other wilides or
the purchasing uiliry itself. We observe, without fur-
ther consideration at this ime, that serious questions.
of self-dealing are raised by some of these proposals.
For example, an "independent” power producer may
be a wholly owned subsidiary of a uulity. (Federal
regulations limit utility equity in a QF 10 50%.) When
we again lake up the subject of expanding the kinds
of entities that may bid, we expect the propanents of
such expansion alsc to take the injtative in proposing
appropriale regulations 1o ensure that self-dealing
does not subvert the goal of enhanced competilion.
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“*Powerex indicales in its comments that it "is a
wholly-owned, subsidiary of the British Colambia
Hydro and Power Authority {'B.C. Hydro®), a erown
corporation of the Province of British Columbia. An
important mission of Powerex is 10 promote rade
betwesn Canadian energy developers and utililes,
and United States purchasers of electric power,
through mumally beneficial and environmentally
sound arrangemenis. Powerex amanges sales of
power from cogeneration and small power production
facilities located in westem Canada 10 purchasers in
the United States. Powerex also arranges transmission
service from these facilities 10 Unied Siaes pur-
chasers.”

*3gecause we agree with Powerex as a matter of

policy, we do not reach and express no view on, the

Powerex argument regarding iniematonal trade
agreement.

e have previously discussed between-updaie
power purchase opportunities. Ses, £.g., D.B6-07-004
(21 CPUC 2d 340 at 380-81, 76 PUR4th 1 [1986])
and D.87-05-060 (24 CPUC 24 253 a1 274-75). These
decisions stress that uiilivies may negoijate power pur-
chase agreements al any time, but that they may not
modify a long-run standard offer during the three-
month solicitation pericd. The decisions also say that
a utility considering 2 resource apporunity dusing the
soliciiation pericd must consider whethes the oppor-
tunity is sill attractive assuming full subscription of
the solicitation at various price levels at or less than
the IDR benchmark.

43 Als0, GRA/IEP propose that, when a uility
execotes a shori-lerm power purchase between
Updates, the capacity peyment associated with the
purchase should serve as the minimum capacity pay-
ment to that utility’s as-avaiable QFs, unless the
Commission has explicilly approved some other floor.
(Exhibit 231, page 43.) This proposat goes beyond
the scope of Phase 1B bot may be brought before us
in Phase 3, where we will examine methodolagical
issues, including calculation of shor-run marginal
COsts.

“*The reasons stated in the text compel rejecting
the threshold proposals, but we also think the implica-
tons of these proposals for competition are 100 dis-
turbing to ignore, The shori-run avoided costs of Cali-
fornia utilities have long been public knowledge. No
buyer likes 1o reveal such information, bul so long as
there are many willing sellers, competition may be
expecied o resull in a price lower than avoided costs.
On the other hand, we see definite detriment in
announcing Lo willing sellers how much of a discount
below avoided costs is "reasonable.' This kind of
threshold seems unlikely 1o result in Jower prices but
could well act as 3 "floor" The administrative conve-

nience that these threshold proposals provide seems
small compensation for such an effect.

4IRT 2407-08. The Commission determined ithe
propased purchase 1o be nondeferrable. See D.BO-
01-019 (30 CPUC 24 574 [1989]).

*8This procedure protects commercially sensitive
information and encourages the switching QF 10 sub-
mit & realistic energy price. If & QF that subminied an
energy price fails, within 30 days of notfication by
the utility of the auction result, 1o notify the utility of
its decision whether to switch, it loses its might 10
switch for purpases of that auction only, and the uul-
ity retems the unopened energy price subrnimal.

#1.86-07-004 (21 CPUC 24 340, 76 PUR4th 1
[1986]) contzins rules on eligibility 10 bid for final
Standard Offer 4 contracts. The rules szy that QFs
currenily under contract may bid, but only after they
have ful@illed their obligations under their existing
power purchase agreement. However, Siandard Offer
1 QFs have few such obligations. They deliver "as-
available" energy and capacity, and they are conirac-
tpally emtitled 1o ierminate iheir power purchase
agreement at any Lme without penalty. In effect, con-
gistent with the eligibikity rules, 2 Standard Offerl QF
ig free 10 bid in any auction and need only lerminate

" jis existing contract if it wins.

50The as-available QF's effective capacity
relaies 1o ils expectled ability 1o deliver energy during
the purchasing wiliry's peak hours. Effective capacity

varizs, based mostly on the iechnology that the QF .

uses, but effective capacity is usnally a small fraction
of the QF's nameplate rating.

S1Tyis restricdon is consistent with the purpose
of final Standard Offer 4, which is 10 defer or avoid
new/additional wmility generation by means of
new/additional QF supply. The only existing QFs nat
subject 10 this restriction are those QFs {the "pio-
neers,” see D.87-01-049, 23. CPUC 2d 499 {19871)
contracinally entitled o switch 1o final Standard Offer

Texaca is purchasing the Cool Water Coal
Gasification Plant from Edison. Texaco says it is con-
verling that plant o & research, development, and
demonstration (RD&D) project beyond the plant's
original scope; it is presently applying for
cenification of the plant by the CEC as ap RD&D
project under Public Resources Code § 25540.6(e).

Ihere is no praposal 1o further allocate the 300
MW among the individual investor-owned utilities,

nor does Texaco's testimony express] address
Yy Eexp

municipal utiliies. B
54gee also our discnssion of Standard Offer 2 in
Section XIV below. :
35We assume in making this assertion that the
decision-maker has imperfect knowledge or control

|
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of some of the factors affecling the decision. If
sesource  planners had perfect knowledge of all
possib]c oatcomes and the likelihood of each
outcome, we would not nead 10 consider uncertainty.
Tn reality, experis hold widely divergent views on all
major Tesource planning variables, and even the
axisience of a broad consensus is no guaranlee that
the consensus view will prove accurate.

367 gur first resource plan review for final Stan-
dard Offer 4, we considered a "go short” straiegy pro-
posed by SDG&E. That stralegy called for reserving a
portion of long-lerm need (as defined by SDG&E) 1o
be met by power purchase opporiunities outside the
apcion. SDG&E supported this sualegy on the
grounds that capacity surpluses existed outside iis ser-
vice area, and that premature commitment o QFs had
gn opportunity cost in the form of displacing poten-
dally more cost-effective  purchases from other
SOUICES.

We did not specifically reject or endorse this "go
short” strategy, because we found that SDG&E then
had only nondeferrable resource additions in ils
resonrce plan. However, we noted that "ihe capacity
made available for possible deferra], by QFs . . .
might be less than that suggesied by use of the CEC's
projections of supply and demarnd." We might choose
that stralegy "if, after uncertainty analysis considering
the rsks and benefits, it appears 1o cptimize results
for ratepayers.” D.86-11-071 (22 CPUC 2d 311, 320
[1986]).

5IThe Standard Offer 2 QF also has the option of
having ils capacity price projected at the lime it
comes on-line, but most QFs choose to iake the
capacity schedule in effect at the time their contract is
signed.

85ee D.86-03-D69 (mimeo.); D.86-05-024 (21
CPUC 2d 124 [198&]).

¥See D.88-03-079 (27 CPUC 2d 559, 566-68,
91 PUR4th 143 [19B8]).

Moreover, the payment strucmre of Standard
Offer 2 mirrors that of a gas torbine; this would limit
the usefulness of the offer in acquirng capital-
intensive QFs. See the analysis cof paymenl structure
in Secdon V above.

SSDG&E is presently revising ils pilot program
for applying ICEM to DSM cost-eflectiveness analy-
sis. PG&E and Edison are presently conducting their
own pilots 10 investigale this type of inlegraled plan-
ning. Each utility should include its findings in s

compliance report for the ER-30 phase.

%2An exception can be made if progress in the
trangmission investigation has reached the point
where we should consider making conforming
chan«%g:s to final Standard Offer 4.

We received comments from PG&E, SDGAE,

Bdison, CEC, DRA, SCAQMD, GRA/EP, CEERT,
TURN, Texaco, and Powerex. We also received reply
comments from PG&E, Edison, DRA, SCACMD,
TURN, GRA/IEP, CEERT, Texaca, and Chevron.

S We bave also made other chanpes 10 improve
the discussion, add references o the record, or comect
typographical errors.

3This is the process we followed successfully in
our implementation of the 1986 Updawz decision,
where the parties were able Lo agree on most contract
drafiing issues, but where we alsc heard and decided
propased aliemative provisions supponed by some of
the parties. See D.88-03-079 (27 CPUC 2d 539,376-
82,91 PUR4th 143 [1988]).

Artachment 3

lSource: D.88-06-026 (20 CPUC 24 263 [1988])
(in A.82-04-44 e1 al), Appendix D.

Attachmeni 4

1Source: D.88-19-026 (29 CPUC 2d 263 [1988])
(in A.82-04-44 e1al.), Appendix A

Re Eastern Edison Company

D.P.U.30-141

Massachusetts Department of Utilities
June 14, 1991

ORDER issuing generic findings on how o
measure environmental externality costs of vari-
ous resource bids, as part of review of an elec-
tric utility’s request for proposals from gualify-
ing facilities for long-term power sales. For
prior order adopting integrated resource man-
apement rules, see Re Integrated Resource
Management  Practices, 116 PUR4th 67
(Mass.D.P.LL1990). -

1. ELECTRICITY, § 4 — Generating plants —
Capacity-solicitation — Bidding procedures.
[MASS.] An electric utility's third request
for proposals from qualifying facilities to pro-
vide electrical energy and capacity under long-
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